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Present law on T&E can’t be enforced 


equitably and economically, IRS says 


travel and enter- 


he sUPPoRT the drastic restrictions on 
the allowance of 


asked President 


has released a 


tainment expenses by 
Kennedy, the 


strongly worded report by Commissioner 


Treasury 


Caplin explaining the insuperable difh- 
culties the IRS faces in policing T&E 
allowances. Commissioner Caplin says 
are three difficulties with the 


(1) allowable expenses are 


that there 
present law: 
so difficult to distinguish from personal 
that case must be decided on its 
(2) difficulty 
pounded by the Cohan rule giving sanc- 


each 
this is com- 


own facts; 


tion to essentially arbitrary allowances 


and (3) the IRS could not possibly give 
enough returns the thorough and com- 
plete audit necessary to insure full com- 
pliance and thus to protect the self- 
assessment nature of our tax system. 
The Caplin 
cites statistics gathered by IRS 
the of and entertainment 
allowances ordered by last 


Practitioners will remember that 


Commissioner 
the 


report by 
for 
study travel 
Congress 
June. 
the Senate actually passed a bill barring 
deductions for entertainment expenses, 
$10 


social and athletic clubs. 


business gifts over and dues for 
This proposal, 
strikingly similar to the current program 
of the Treasury, was killed when Senate 


and House conferees agreed on a sub- 
stitute provision directing the Treasury 


study of the problem. 


Law called unenforceable 


Commissioner 
present thinking of the IRS on the ex- 


Caplin’s review of the 


pense account problem was released by 

Secretary Dillon to strengthen the case 

for enactment of the Kennedy proposals. 

These proposals are: 
1. Entertainment expenses be dis- 

allowed in full. 

facilities 


2. Expenditures for luxury 


(yachts, hunting lodges and the like) be 


disallowed in full. 
3. Expenditure for other facilities be 
disallowed to 


the extent used for en- 


tertainment or as a substitute for living 
expenses. 

4. Gifts in excess of $10 be disallowed. 

5. Dues for social, athletic or 
ing clubs be disallowed in full. 

6. Expenditures for food or beverages 
be disallowed except for 

Food and beverages consumed dur- 

ing business meetings (i.e. not entertain- 
ment or mere goodwill building) This 
would be limited to $4 to $7 per day 
per individual 

b. Food and beverages served in com- 
pany cafeterias and the like 
and beverages included 


sport- 


Food in 
travel costs 
Travel costs be deductible only to 
the extent related to business and would 
be limited to a fixed maximum per day. 
To support rigid the 
Treasury argues that the defects in the 
law cannot be cured by tighter enforce- 
ment. The IRS thinking on this matter 
is set out in a memorandum from Com- 
missioner Caplin to Stanley S. Surrey, 
dated March 14. “The problems of the 
Commissioner Caplin begins, 


such rules, 


Service,” 
“in administering the provisions relating 
to entertainment and traveling expenses 

162 of the IRS of 1954 
(1) ascertaining the facts and 
(2) deciding whether the expenditures 


of Section are 


two-fold: 


are ordinary and necessary business ex- 
Although it has often been diffi- 
cult to apply the concept of ordinary 
the principal and most 
time-consuming problem the Service has 


penses. 
and 


necessary, 


in this area is to determine the facts in 


each case in which entertainment or 
travel expense is claimed. 
“Since entertainment expenses are 


normally of the type incurred by indi- 
viduals in their personal life, the Service 
is continually required to distinguish 
between business and nonbusiness ex- 
penses. The significance of this factor is 
illustrated by the statistics we recently re 
ceived in connection with our current 
study of T&E expenses. This study cov- 























ered results of examinations of 37,933 pay 
business returns made during the period pon 
of October 1, 1960 through December leve 
$1, 1960. These statistics show of dis- the 
allowances made to T&E expenses, 56% ante 
involved personal expenses claimed as con: 
business expenses. The types of persunal Sern 
expenses deducted cover every facet of = 
personal life, ranging from purchases of : 
entire estates to cans of dog food and basi 
boxes of pink tissue paper. Here is a list deal 
of some of the personal expenses com- thor 
monly claimed as T&E expenses: the 
“(a) Country club and athletic club | *™ 
dues and charges; the 
“(b) Travel expense of wives, chil- shies 
dren, and relatives who accompany an his 
officer, employee, partner or proprietor aCO! 
on a business trip; the : 
“(c) Travel expense of a personal na- of se 
ture, coupled with or independent of a colla 
business trip, particularly when visits 1951 
are made to resort or vacation areas or} b 
to homes of friends or relatives; +5, ian 
“(d) Maintenance, operation or rental | “7UC! 
of automobiles, yachts, hunting lodges, cedun 
fishing camps, resort properties, houses, cael 
apartments, hotel suites, etc.; and ristie 
“(e) Gifts to members of the taxpay- cultie 
er’s family. a = 
“It has been our experience that many - liead 
officer-stockholders of closely-held corpo- oat 
rations claim personal expenditures as Ex 
business expense. The beneficiaries of ssn 
these expenditures are usually those in eeyen 
management and the incentive is greater sieias 
since the corporate tax liability as well advan 
as the individual tax liability can be mat 
reduced by this action.” penscs 
“It is difficult” the report continues _—— 
“to obtain receipts for payment of many the en 
items of entertainment and travel ex check 
penses. As a consequence, taxpayers re Deciniatis 
sort to estimates or keep diaries an man 
there is usually no practical way to mak cai a 
a judgment as to the credibility of item the Co 
claimed either as to amount or busines of this 
. | in exce 
purpose. In many cases the only in 
formation available are checks made oug ‘P°"™ 
to cash or book entries of flat dolla P@Y* ¢ 
amounts supported by vague and incol subsequ 
clusive oral statements. In those coal that th 
where the taxpayer’s business activitie =m £ 


are such that he would be expected | 
incur some T&E expenses the 
have consistently applied the so-calle’ 
Cohan rule. In view of this, the Servic 
has also widely applied this doctrint 
no satisfactory stané 


cour 


There is, however, 
ard which the Revenue Agent can ef 





ploy; consequently, his judgment as | 


the correct amount of deductions fr 


quently differs from that of the ta 


allowed 
examin, 
counter 
dure re 


P applicat 


more st 
can be z 
does no 
subsequ 


claimed. 








payer. This not only causes considerable 
controversies, at the examining officer 
level, but gives rise to the charge that 
the Agent is questioning the taxpayer's 
integrity. These examinations are time- 
consuming for both taxpayer and the 
Service, and tend to create a poor public 
image of the Service. 

“The rule in the Cohan case, while 
basically equitable, has caused a great 
deal of administration problems. Al- 
though in theory the taxpayer must bear 
the burden of proving deductions, in 
actual practice, under the Cohan rule, 
the Revenue Agent, in examining a 
return of a taxpayer who has estimated 
his entertainment expenses or whose 
records are incomplete, must reconstruct 
the allowable expenses through the use 
of secondary sources of information or 
collateral evidence. Revenue Ruling 54- 
1951 sets forth methods and techniques 
to be used in reconstructing business 
expenses. We have been able to recon- 
struct travel expenses, although the pro- 
cedure is time-consuming and is sub- 
ject to considerable controversy. How- 
ever, we have encountered extreme difh- 
culties in applying this revenue ruling 
to entertainment expenses because there 
is no starting point or past experience 
that can be relied on. 

“Experience discloses”, Mr. Caplin 
continued, “that apparently many tax- 
payers who incur a nominal amount of 
ntertainment expenses consistently take 
idvantage of the Cohan rule by making 
generous estimates of entertainment ex- 
penses incurred. A typical case is that of 
1 successful businessman who claims all 
the entertainment expenses he paid by 
check claims large 
amounts for cash entertainment. Usually 


and, in addition, 
in an audit of a return of this nature a 
part of these expenses are allowed under 
the Cohan rule. However, in many cases 
of this type the amount allowed may be 
in excess of what the taxpayer actually 
spent. This result seems to spur the tax- 
payer to claim a greater amount on his 
subsequent returns and tell his friends 
that the more you claim for entertain- 
ent expenses, the more you will be 
allowed. We have recently instituted an 
examination procedure in an attempt to 
this This proce- 
dure requires a follow-up after the first 
* application of the Cohan rule so that a 
more strict interpretation of that rule 


counteract situation. 


can be applied in the event the taxpayer 
does not maintain adequate records in 
subsequent years to substantiate amounts 


claimed. Although we believe this pro- 


cedure was the best that could be de- 
vised in the current circumstances, we 
are aware that it will not cure the basic 
problem created by taxpayers estimating 
certain of their deductions. Also there 
are problems inherent in making two 
different applications of the Cohan rule. 
As indicated above, the examiner has 
no standard to guide him and our new 
procedure aggravates this situation by 
requiring a “more strict” interpretation 
of the rule in appropriate instances on 
subsequent examinations. Uniformity of 
determination, of course, cannot be pro- 
moted in this way. 

“The Service’s problems in this area 
are not confined to estimated entertain- 
ment expenses and cash transactions. As 
you know, credit cards and hotel charge 
accounts are used to purchase a wide 
variety of items and services. In many 
instances detailed receipts covering the 
individual items charged by the tax- 
payers are not available to examining 
officers. Great difficulty is therefore often 
encountered in distinguishing between 
personal and business expenses when a 
taxpayer presents as substantiation 
monthly statements from credit card 
companies and hotels. A similar prob- 
lem exists with respect to country club 
expenses. 

“Another type of entertaining which 
creates enforcement problems is that 
involving business acquaintances who 
take turns picking up each _ others 
luncheon or entertainment checks with- 
out regard to whether any business pur- 
poses are served. In these situations the 
person being entertained and the per- 
son entertaining often have an apparent 
business relationship, making detection 
of the practice very difficult.” 


Inadequate employer policing 


“In addition to the foregoing prob- 
lems,” Mr. Caplin pointed out “the 
Service is faced with the possibility that 
taxpayers may take advantage of the 
provisions of the so-called 6(a) regula- 
1.162-17). Under 
regulations employees who receive ex- 


tions (Section these 
pense account allowances or reimburse- 
ments from their employers need not 
include them on their 
turns if they account to their employers 
for such expenses. If all employers main- 
tain adequate methods of requiring an 


income tax re- 


accounting from their employees, the 
above regulations would not bring about 
any new problems. However, there are 
some cases in which employers give their 
employees expense account allowances 


Personal tax problems * 3 


which are in reality additional compen- 
sation. In a limited study conducted 
in late 1959 to determine the extent of 
abuses in this particular area we found 
that 26 employers of the 174 employers 
examined did not use acceptable busi- 
ness practices in requiring an accounting 
of business expense by their employees. 
In these 26 cases it was found that 153 
employees of a total of 339 employees’ 
returns examined resulted in additional 
taxes as a result of erroneous treatment 
their em- 
ployers as expense account allowances or 
reimbursements. 


of amounts received from 


“Another examination problem the 
Service has in connection with T&E ex- 
penses results from the fact that many 
taxpayers bury their entertainment ex- 
penses in several different accounts. This 
is sometimes done by design in order to 
obviate the chance of the Service select- 
ing the return for examination. In other 
cases, especially with respect to large 
corporations, the entertainment expenses 
are not identified on the return as such, 
but are broken down in the functional 
activities that generated the expenses, 
e.g., administrative expenses, production 
expenses, etc. In one case it was found 
that $76,000 paid to stockholder-officers 
for entertainment expense was included 
in the deduction for metal purchase ex- 
pense. This practice not only makes the 
selection of returns for examination 
more difficult, it makes it impossible for 
the Service to obtain meaningful sta- 
tistics regarding the total amount of 
T&E and similar expenses claimed by 
taxpayers.” 


Gifts 

“The Service also has difficulties with 
respect to so-called business gifts. Fre- 
quently, taxpayers cannot prove that 
they made the expenditure at all. Fur- 
thermore, many taxpayers who can prove 
that they purchased gift items cannot or 
refuse to give examining officers the 
names of the donees. In some cases this 
is done to protect the donee from pos- 
sible imposition of an income tax on the 


1[ Rev. Rul. 54-195 dealt with IRS policy on evi- 
dence to support travel and entertainment ex- 
pense. It said that close approximations of items 
not fully supported by documentary proof can be 
reached by through secondary 
sources. “For example, it might be possible for a 
taxpayer to satisfy the examiner that he was in a 
travel status a certain number of days out of each 
month ... rail fares or plane fares can be ascer- 
tained with exactness and automobile costs ap- 
proximated on the basis of mileage covered. A rea- 
sonable approximation of meals and lodging might 
be based on receipted hotel bills or by applying a 
daily rate to the provable days of travel.’’—Ed.] 


reconstruction 
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value of the gift. In other cases we be- 
lieve the purpose is to conceal gifts 
made to public officials in violation of 
public policy or to protect employees 
of vendors or vendees who accepted 
gifts contrary to the policy of their em- 
ployers. Furthermore, gifts to friends 
and relatives are often claimed as busi- 
ness deductions. 

“The examination problems can best 
be illustrated by an example of a tax- 
payer in business who buys $1,000 worth 
of liquor and claims a deduction for 
that amount as a business gift. He can 
support the expenditure by showing a 
check; however, further 
porting evidence concerning the donees 


canceled sup- 
of the liquor is seldom available. It may 
well be that the entire amount is fully 
deductible; yet it is difficult for the tax- 
payer to show the names of the bene- 
ficiaries and more difficult for the ex- 
amining officer to determine whether the 
deduction claimed constitutes an ordi- 
nary and necessary business expense. 
“We have also had difficulty in enforc- 
ing Section 1.162-2(b) of the regulations 
of 


travel as distinguished between personal 


relating to the primary purpose 
and business. In enforcing this provision 
the Service has to deal with the intent 
of the taxpayer as well as all the other 
difficult fact-finding Some 
cases are black or white—the personal or 


that 


problems. 


business purpose is so clear no 


problems are involved. In other cases it 


is extremely difficult to determine 
whether the trips were primarily for 
business or personal purposes. Many 


times a taxpayer will combine a business 
trip with a vacation. Perhaps the busi- 
ness trip would not have been made if 
it were not for his vacation plans. As 
you know,” Mr. Caplin pointed out to 
Mr. Surrey, 
the 


“we encountered this prob- 


lem in examination of returns of 
lawyers attending the recent American 
sar Association conference in London 
and continued on a sightseeing trip 
throughout Europe. One of the objective 
methods used by our field offices in con- 
sidering such cases is to determine the 
relative amount of time spent on per- 
sonal versus business activities during the 
trip and to ascribe as the primary pur- 
pose the activity to which the taxpayer 
has devoted the greatest length of time. 
However, our experience reveals that 
“all approach of the 
primary purpose rule impairs our public 


the or nothing” 
relations because some taxpayers who 
deduction for a combined 
vacation and business trip may be aware 


receive no 
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that other taxpayers, on slightly differ- 
ing facts, obtain a complete deduction 
for travel to the business destination. 


Recent study 


“The number of returns examined 
each year in which T&E expenses are 
involved and the average size of adjust- 
ments made in these cases are not 
known. Without question, information 
of this type would be valuable. To date, 
however, our reporting system has not 
had sufficient capacity to permit in- 
corporation of the data. As you will re- 
call from our discussion of February 
14th, in connection with our present 
study of T&E expenses we asked our 
field audit examining officers to submit, 
during the period October 1, 1960 
through December 31, 1960, certain 
statistical information on all examined 
business returns on which deductions 
were claimed for travel, entertainment, 
and similar expenses. For the purposes 
of this study business returns were con- 
sidered as all returns in the 1120 series, 
all 1065 returns, and 1040 returns re- 
porting adjusted gross income in excess 
of $10,000 with Schedule C or F at- 
tached or a separate schedule in lieu 
thereof. The statistics showed that 37,- 
933 returns were examined and in 18,169 
cases it was necessary to adjust T&E ex- 
penses. these cases adjusted, the 
average tax change was $615. 

“To further illustrate the scope of 
these problems, at the present time en- 
tertainment and travel expenses (which 
are grouped together for statistical pur- 
poses) are the most frequent issues in 


In 


informal conferences held by the Service 
on field audit cases. In office audit in- 
conferences 
rank second to dependency questions. 
“We believe that there is a small per- 
centage of cases in which the abuse in 


formal cases, these cases 


this area is so flagrant that there is out- 
right fraud. At the present time several 
of these cases are being considered by 
our Intelligence people for considera- 
tion of criminal prosecution. However, 
I understand that in this type of case it 
is difficult to secure convictions because 
of the heavy burden of proving the tax- 
payer’s intent to defraud the Govern- 
ment.” 


Available manpower 
“The Service does 
records regarding the amount of time 
expended by examining officers and 
other technical personnel with respect to 
specific issues or provisions of law. 


not maintain 





Therefore,’ 


Mr. Caplin said, “we are 
not in a position to quote any figures 


regarding the amount of time and 
money expended in connection with ad- 
ministering the present provisions of 
the Code and regulations as they apply 
to T&E expenses. However, on the basis 
of the experience of our operating ofh- 
cials and employees a great deal of the 
Service’s resources are spent in this area. 
We believe that under existing substan- 
tive rules on T&E expenses our current 
expenditure of time is essential in order 
to insure voluntary compliance by tax- 





payers and to prevent further abuses.” 


Taxpayer relations 


“One of the most difficult problems 
our examining agents face,” Mr. Caplin 
continued, “during the course of their 
audit of returns is to maintain good 
taxpayer relations during the course of 
verifying T&E expenses. There is no 
problem involved in those cases where 
the taxpayer has complete records and 
supporting data substantiate 
claimed deductions. However, where the 
examining officer finds it necessary to 
ask the taxpayer questions regarding the 
nature of the claimed deductions, the ? 
taxpayer very frequently adopts a de- fi 
fensive attitude. This attitude is natural 
since the examining officer may be con- 
sidered to be questioning his veracity. 
This problem is compounded when it is 
necessary to reconstruct the taxpayer’s de- 
duction under the Cohan rule. It is like. 
ly that the examining officer cannot ac 
cept all of the unsupported oral testi- 
mony offered by the taxpayer. In that 
taxpayer feel that the 
Service does not accept his statements as 


~~ 





to his 


; 


case, the will 





being truthful. ! 
“On the other hand, if the taxpayer 
has T&E 
upon examination he is not questioned 


overstated his expense and 
regarding them or the examination i 
not sufficiently thorough we believe it is 
likely for the taxpayer to increase hi) 
overstatements of these expenses in th 
future. 

“Sometimes the Service receives com 
plaints that there is a lack of uniforn 
treatment of allowing 
claimed expenses for T&E. In many 0 


y 
, 


taxpayers in 
those cases, however, the facts are eithe? 
not clear or are unavailable to the exam 
ing officer. It is impossible to make unif 
form decisions as to whether a particu 
lar expenditure is an ordinary and neces 
sary business expense when there is 0 
concrete information regarding the ny 
ture of the expenditure or the busine? 
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purpose thereof. It is necessary for each 
examining officer to weigh all the avail- 
able evidence determine the 
weight to be given to the oral testimony 


and to 


given by the taxpayer. This is primarily 
a judgment area where reasonable and 
competent examining officers can differ 
in the treatment given in the same case. 

“With respect to travel expenses we 
find that it is easier to give uniform 
treatment to taxpayers than with re- 
spect to entertainment expenses. How- 
difficulties even in 
this area when a uniform rate of auto- 
mobile deductions has 
used in certain localities. 


ever, we have had 


expense been 

“The costs of operating an automobile 
not only vary between areas but between 
different taxpayers within the same area. 
If a taxpayer drives 50,000 miles a year 
his costs are less per mile than for a tax- 
payer that drives the same kind of auto 
only 10,000 miles a year. Also it costs less 
to drive a Volkswagen than it does to 
drive a Cadillac. For these reasons, ex- 
cept where we are required by regula- 
tions to accept uniform figures, for ex- 
ample, we prefer to use the actual costs 
or, if these costs are not available, to 
reconstruct his deduction based on the 
facts of the particular case. Perhaps the 
most important feature in our relations 
with taxpayers concerns those who have 
no opportunity to claim T&E or other 
business expenses. Many newspapers and 
magazines have published articles which 
have caused a large number of taxpayers 
to become incensed at the apparent in- 
equities in the administration of the 
tax laws. There is evidence in our recent 
I&E study that these articles may have 
motivated some taxpayers to claim T&E 
expenses which they did not actually 
incur. While we do not feel that this 
situation is widespread at this time, any 
breakdown in voluntary compliance is 
viewed with extreme concern since the 
very foundation of 


our tax system is 


built on this principle.” 


Burden on the taxpayers 

“The Service recognizes that some ex- 
penditures for T&E expenses such as 
those involving nominal amounts for 
tips and taxi fares are difficult to sup- 
Service has 
been compelled to adopt a policy of 


port. Because of this the 


reasonableness in requiring supporting 


records for this type of expense. In sup- 
port of T&E deductions, Revenue Rul- 
ing 60-120 requires taxpayers to main- 
tain records reflecting the following in- 
formation: 


(a) The relationship of the expendi- 
ture to the taxpayer’s business; 

(b) The payee and place of the ex- 
penditure; 

(c) The amount of expenditure; 

(d) The nature of the product or 
service received; 

(e) The identity of the person or per- 
sons entertained, or the receipt of any 
gift (by name or title or otherwise); and 

(f) Evidence of payment where the 
amount of the expenditure is large, or 
the nature of the expenditure is un- 
usual. 


Rev. Rul. 60-120 


“Basically Revenue Ruling 60-120 con- 
tains nothing new with respect to record- 
keeping requirements since the Service 
has always required this information. 
However, we have found from exper- 
ience that many taxpayers fail to keep 
records to support their T&E expenses 
even though they maintain excellent 
records with respect to all other busi- 
ness expenses. Moreover, we re- 
quest these taxpayers to support their 
claimed T&E deductions they feel that 
the Service is imposing a burden upon 


when 


them. On the basis of our prior exper- 
ience, we do not anticipate any appre- 
ciable improvement in recordkeeping 
by taxpayers in this area as 
Cohan rule continues to be 


long as the 
an integral 
part of the law.” 

Mr. Caplan summed up IRS exper- 
ience as follows: 

“From the standpoint of the tax ad- 
ministrator there are certain difficulties 
which have proven to be insurmount- 
able barriers to the achievement of our 
goal of effective and equitable enforce- 
ment of the provisions of the present 
law relating to T&E expenses. 

“The Service’s enforcement program 
announced in TIR No. 221, together 
with the newly established examination 
procedures, is the most effective admin- 
istrative step feasible under the Code. 
This measure, however, will be ineffec- 
tive to eliminate the basic administrative 
problems inherent in the present law. 

“In view of the personal nature of 
T&E expenses, it is impossible to ac- 
curately delineate between business and 


non-business expenses. Each decision 
must necessarily be arbitrary to some 
extent. Although tax administrators 


have been faced with this problem for 
more than 40 years, no solution has been 
advanced to resolve it on an equitable 
and sound basis. 

“The failure of large numbers of tax- 
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payers to maintain adequate records to 
support their T&E expenses coupled 
with the wide and generous application 
of the Cohan rule results in controversies 
which can never be resolved with assur- 
ance that the taxpayer has paid the cor- 
rect amount of tax. As we have indicated 
previously, this aspect renders our task 
of making uniform determinations more 
difficult. Furthermore, we fear that this 
is an area where there is a likelihood 
that our examining officers may make 
overallowances of T&E deductions in 
order to close cases on an agreed basis. 

“Another problem in effectively and 
equitably carrying out our responsibili- 
ties in this area is the fact that we can 
now examine only little more than 4% 
of all returns filed. Although by our 
classification procedures we attempt to 
identify those returns on which T&E ex- 
penses appear to be overstated, our 
total enforcement effort in this area does 
not provide sufficient examination ac- 
tivity to insure a high degree of volun- 
tary compliance. However, even if the 
enforcement staff was increased to per- 
mit the examination of all returns on 
which T&E expenses are claimed, the 
problems caused by the personal nature 
of T&E expenses and by the failure on 
the part of taxpayers to keep support- 
ing records will not be resolved.” 


Shocking examples of allowables 

To wind up his presentation, Secre- 
tary Dillon listed some examples of ex- 
that had held 
under the present law. Heading the list 
the 
(Sanitary Farms Dairy, Inc., 25 


penses been allowable 
safari case 
TC 463, 
1955). Although the Commissioner had 


of course was famous 


allowed only $1,200, the Tax Court per- 
mitted deduction of $16,443 or 
the full amount claimed for “advertis- 
The that 
primary purpose of taxpayer's travels 


almost 


ing”. court concluded the 
with his wife over three continents in 
six months was publicity for his dairy 
business, through exhibiting movies and 
hunting trophies. 

The Tax Court was just as generous 
to a brewing company that used its 
yacht for sales conferences because its 
plant was located in a slum. The Com- 
missioner would have allowed more 
than half the $10,481 claimed, but the 
court allowed it all. (Cleveland-Sandusky 
Brewing Corp., 30 TC 539 (1958)). 

Particularly interesting to practition- 
ers were the unlitigated cases presented 
by Secretary Dillon to the Ways and 


Means Committee. Some 41 cases were 











The Journal of Taxation « 





July 1961 











SOME SETTLED CASES INVOLVING DEDUCTIONS FOR ENTERTAINMENT, RELATED EXPENSES 


Type of 
Business 


Manufacturer 


Manufacturer 


Supplier 


Ship repair 
Beverage 
manufacturer 
Steel Products 
Hosiery Mill 


Manufacturer 


Cake and 


Cookie Bakery 


Shoe Manu- 
facturer 


Metals 


Manufacturer 


Sale of fuel 


Lawyer 


Construction of 


roads 


Transformer 





Manufacturer 


Type of 
Expense 


Amount 
Claimed Allowed 


Tax Year 
or Period 


Summary of Facts 





Hunting lodge 


$ 61, 146 
71,206 
55,065 


$ 61,146 
71,206 
55,065 


1956 
1957 
1958 


Closely held corporate taxpayer maintains a luxurious hunting lodge 
which had a 1958 tax basis of over $230,000 and is constantiy main- 
tained by caretaker and wife. Streams stocked with trout, small game 
raised by farmers for purpose of stocking, and large deer population. 
Log maintained showing names and dates representatives of customers 
are entertained. Lodge also used for entertainment of key personnel 
of taxpayer. Log indicates use by 500-600 persons annually. 





Maintenance of 
resort facilities 


on subtropical 
island 


Airplane expense 


Airplane 
depreciation 


$353,713 $269,666 


90,666 90,666 


20,439 


9-30-57 


Taxpayer, a domestic manufacturing corporation, owns luxurious 
facilities on a subtropical island. The principal use of the property is 
for entertainment of executive and key personnel of customer firms. 
Fishing cruisers are maintained and air transportation furnished 
guests. The Chairman of the Board, who is the controlling stockholder, 
and other officers and key employees accompanied by their families 
spent considerabie time at island. Adjustments was made for amounts 
considered personal expenses of these officers and employees. 





' Gifts 


Entertainment 


Christmas party 


Kentucky Derby 


Residence 
Miami Beach 


$ 10,521 
9,304 
5,941 





23,898 


President of closely held corporate taxpayer traveled extensively with 
officers of a customer to various plants, conventions, and on the “horse 
show circuit.’’ On these occasions he entertained officials of customer 
at cocktail parties, dinners, etc. Taxpayer contended that it was essen- 
tial to maintain close personal relations with officers and employees of 
its customer. It was taxpayer's policy to give gifts to key employees of 
customer. Entertainment expense of $44,230 for 1954 is typical and 
was expended as follows: 


Local hotels and clubs sheds 
Out-of-town hotels and clubs —.... 
Cash to officers, entertainment . 
Transportation —.... 

Food, liquor, cigars for office and farm 
Florida hotel expense __.. i eetdecs siasas 





Most of the expenditures were made by the president of taxpayer. 








$ 23,758 $ 23,758 


$ 10,903 $ 10,908 


$ 33,206 $ 28,706 


1956 


Taxpayer is a closely held family corporation. During the Christmas 
season of 1956 the corporation gave a dinner at a large hotel, which 
was attended by customers of the firm and business acquaintances of 
the corporate executives. The cost of the affair was allowed as deduc- 
tion on the ground that the purpose for the expenditure was to create 
goodwill and to enhance the repute of the corporation. 








4-30-58 


Customers and their wives are 2 entertained by Derby parties such as 
breakfasts and luncheons, etc.; by furnishing box seats and tickets for 
the Derby; and entertainment at the Derby. 





4-30-56 


The taxpayer, which is located in the midwest, asserted that lavish en- 
tertainment is essential in obtaining business and it established a 
Miami residence for this purpose. The two principal officers and their 
wives are usually present at the residence when entertaining custom- 
ers. Deductions allowed include depreciation on residence, food, liquor, 
boat expense and salaries of service employees and entertainment. Dis- 
allowance was made for amounts deemed to be personal expense. 











Yacht 


Beach House 
and Boat 


Yacht 


Yacht Expense 


Hotels, 
restaurants, 
boat club 
parties, 
gifts, etc. 








Yacht 





Pleasur e 
resort 


Entertainment 


at private 
club house 





$ 25,867 $ 
32, 713 





$ 18,000 $ 18,000 
22,000 22,000 
26,000 26,000 


$ 20,907 


1957 
1958 


Expense of beach house and boat maintained by corporate taxpayer to 
entertain business guests was allowed in full. 











2-28-54 
2-28-56 


Taxpayer, in addition to other large entertainment expenses, main- 
tained a yacht primarily for the purpose of entertaining dealers who 
sell taxpayer's products. The disallowed portion of the expenses was 
for the estimated personal use by taxpayer’s officers. 





Taxpayer sells cakes and cookies to grocery stores. The yacht was used 
exclusively to entertain super market and chain store buyers and 
branch managers on deep sea fishing trips for promotion purposes. 











$ 16,943 


Not avail- 
able 


Purpose of expenditure was stated to be the use of the boat to demun- 
strate to customers a non-skid sole sneaker made by taxpayer. Used at 
various Atlantic and Gulf coast ports. 





$ 7,999 $ 5,500 


$ 60,000 $ 40,000 


1957 


Boat was acquired in order to create a more intimate relationship be- 
tween this corporation, through its officers, and its sources of supply. 
The amount allowed represented the portion spent which related to 
business purposes. 





The amounts claimed included expense-paid vacations for officials and 
employees of customers at resort cities in Florida. The taxpayer con- 
tended that such entertainment served to maintain and increase its 
sales volume. 











$ 6,475 $ 6,475 


The taxpayer is engaged in the litigation of claims as a specialist. In 
1950 he acquired a cabin cruiser. The cost of the maintenance and 
operation of this boat in 1958 amounted to $6,975. Of this amount the 
taxpayer claimed and was allowed $6,475 as an ordinary and necessary 
business expense on a showing that the boat was used primarily for 
entertaining clients and business executives for the purpose of estab- 
lishing professional contacts. 





$ 77,697 


$127,067 $127, 067 


$ 53,000 


1959 and 
1960 


The taxpayer corporation is engaged in heavy construction and sale 
of construction supplies. Its customers are Federal, state, and local 
governments, other contractors, and the general public. The taxpayer 
acquired a resort estate which is maintained and serviced at a cost 
approximating $40,000 per year. The estate has facilities for hunting, 
boating, and fishing. The purpose of maintaining the estate is to create 
good will among the various people with whom the taxpayer has busi- 
ness dealings and is specifically used when it is attempting to nego- 
tiate or secure a contract. The disallowance of a portion of the ex- 
pense covers preferential dividends and expenses which are contrary 
to public policy. 





9-30-59 


These deductions consist of depreciation, wages and cther expendi- 
tures made in connection with the taxpayer corporation’s private club 
house which is used for the entertainment of customers and prospec- 
tive customers. 
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summarized by the Secretary. A repre- 
sentative sample of such cases, settled 
administratively by the Internal Rey- 
enue Service appears on page 6. 

It is quite likely that by the time the 
hearings and the debate on the pro- 
posals are ended a good deal of pub- 
licity will have been given to these large 
amounts of money spent for lavish en- 
tertainment Uncle Sam is underwriting. 
the element of 
entertainment would have a 
bad effect on the American 
competitive enterprise system is prob- 


Whether removing 
business 


good or 


ably answered by each of us in accord- 
with the of his streak of 
Puritanism. But there is no doubt that 
the entertainment 


ance width 


industry is unani- 


mous in expecting a drastic contraction 
of its operations should the bill be en- 
acted. As yet Broadway seems not to 
have considered whether it might 
eventually realize that expense account 
spenders were not good for it. It might 
discover a whole new world of possible 
consumers—each paying less for a ticket 
or a dinner perhaps but coming out 
more often. Right now though the in- 
dustry sees only gloom. So deep is its 
despair that Vincent Sardi apparently 
saw nothing humorous in his testimony 
at the hearings, “Midtown Manhattan 
will become a depressed area if Congress 
enacts President Kennedy's proposals. 
That may sound like an exaggeration— 
really it isn’t.” 


CA-3 upheld Bilder but question of rent 


as medical expense is far from setiled 


i pe RECENT decision of the Third Cir- 
cuit in Bilder! allowed the taxpayer 
to deduct, as a medical expense, rent of 
an apartment in Florida. The Tax Court 
has agreed with the Commissioner, in 
that not deductible. 
Both decisions were by sharply divided 
courts. Obviously there will be more liti- 


Carasso,? rent is 


g-tion and we won't have the final an- 
swer for a long time. But taxpayers who 
are in the same situation as Bilder and 
Carasso—wintering or convalescing in a 
benign climate away from home—must 
watch these developments closely, claim 
all they may ultimately be entitled to 
and keep the affected years open. 

Che differences center about the in- 
terpretation of Section 213(e)(1) which 
defines “medical care” as amounts paid— 

“(A) for the diagnosis, cure, mitiga- 
tion, treatment, or prevention of dis- 
ease, or for the purpose of affecting any 
structure or function of the body or... 

(B) for transportation primarily for 
and essential to medical care referred to 
in subparagraph (A).” 

Subparagraph (A) is identical with 
Section 23(x) of the 1939 Code; subpara- 
graph (B) was added by the 1954 Code, 
accompanied by the following commit- 
tee report: 


“A new definition of ‘medical ex- 
penses’ is provided which incorporates 
regulations under present law and also 
provides for the deduction of transpor- 
tation expenses for travel prescribed for 
health, but not the ordinary living ex- 
penses incurred during such trip.’ 
And again: “The deduction permitted 


for ‘transportation primarily for and es- 
sential to medical care’ clarifies existing 
law in that it specifically excludes de- 
duction of any meals and lodging while 
away from home receiving medical treat- 
ment. For example, if a doctor prescribes 
that a patient must go to Florida in or- 
der to alleviate specific chronic ailments 
and to escape unfavorable climatic con- 
ditions which have proven injurious to 
the health of the taxpayer, and the trav- 
el is prescribed for reasons other than 
the general improvement of a patient's 
health, the cost of the patient's transpor- 


tation to Florida would be deductible 
but not his living expenses while 
there.’’4 


Facts of Bilder case 

Mr. Bilder was afflicted with arterio- 
sclerosis and had had four heart attacks. 
He was advised by “one of the most 
eminent heart specialists in the United 
States if not the world” to spend the 
winter months in a warm climate as part 
of the treatment of the disease and to 
prevent further heart attacks. 

He, his wife and three year old daugh- 
ter went to Fort Lauderdale, Florida, 
and rented an apartment close to a hos- 
pital which had the facilities to make 
certain necessary tests. One of the few 
doctors in Florida competent to take 


1— F.2d — (1961), rev’g 338 TC 155 (1959). 

234 TC No. 119; originally reported as 34 TC No. 
65 (1260). 

3H. Rept. No. 1337, 88rd Cong., 2nd Sess., p. 30. 
‘Id. at p. A60. See also S. Rept. No. 1622, 83rd 
Cong., 2nd Sess., pp. 35,219; Regs. Section 1.213-1 
(e) (iv). 
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care of him practiced in Fort Lauder- 
dale. 

Taxpayer claimed his own transpor- 
tation and the entire rental cost as medi- 
cal expenses. The Tax Court allowed 
the transportation but only one-third of 
the rental, being unable to conclude 
that having the family in Florida was 
necessary to the medical treatment. The 
Commissioner appealed the partial al- 
lowance of rent; taxpayer appealed the 
limitation of the deduction to one-third. 

The Commissioner's position was that 
lodging expenses are nondeductible per- 
sonal living expenses and since Section 
213(e)(1) expressly authorizes a deduc- 
tion for transportation, it excludes a de- 
duction for lodging. Reliance was placed 
both on the statutory wording and the 
committee reports. 

Taxpayer contended that Section 213 
(e)(1)(A) defined medical care in the 
same terms as Section 23(x) of the 1939 
Code, and since that section permitted 
a deduction for lodging, Congress, by re- 
enacting the identical language, intend- 
ed to continue such deduction. 

The majority of the Third Circuit 
agreed with the taxpayer. It felt it “need 
not be detained” by the argument that 
Section 213, on its face, excluded pay- 
ments for lodging. It then proceeded to 
reject the proposition that the commit- 
tee reports compelled a similar conclu- 
sion. 

Looking instead to the committee re- 
ports accompanying the enactment of 
Section 23(x), the court found evidence 
of a public policy to “maintain the pres- 
ent high level of public health and mor- 
ale.” It found the same basic policy pres- 
ent in 1954, when the medical expense 
rules were changed to double the maxi- 
mum per person ceiling from $2500 to 
$5000 and to reduce the unallowable de- 
ductions from 5% of adjusted gross in- 
come to 3%. 

Further, the called the 1954 
committee reports ambiguous since they 
purported to “clarify” existing law by 
allowing a deduction for transportation 
expenses—which had been allowed by 
both the courts and the Commissioner 
under the old law. The court found 
nothing “new,” as stated in the reports, 
in the medical expense definition. It 
was confusing rather than clarifying to 
refer to the nondeductibility of ordinary 
living expenses; these were never de- 
ductible—only “extraordinary” living ex- 
penses could qualify as a medical neces- 
sity. 

In light of the broad public policy to 


court 
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maintain a high level of public health 
and morale, the remedial nature of the 
statute, the fact that as such it is-to be 
broadly in the taxpayer's 
favor, the long and well-settled construc- 
tion of the provision re-enacted without 
change, the rule that repeals by implli- 
cation are not favored, and that if Con- 


construed 


gress had wanted to limit the deduction 
it would have been “easy” to do so in 
express terms, the majority concluded 
that the lodging expenses were deduct- 
ible. 

It then went on to hold, without re- 
manding to the Tax Court, that the en- 
tire amount of the lodging could be de- 
ducted. It took judicial notice of the 
facts that one who has had four heart 
attacks should not be left alone and that 
a father would be concerned with the 
well-being of his three year old child left 


at home. 


Dissenting opinion 

The dissent begins: ‘This decision is 
extraordinary.” In arguing that none of 
the lodging should be allowed, the dis- 
senter rests on two grounds. 

The first 
vides: “Except as otherwise expressly 
provided in this chapter, no deduction 


is Section 262 which pro- 


shall be allowed for personal, living, or 
family expenses.” The 1939 Code coun- 
terpart, Section 24(a)(1), disallowed de- 
ductions for “personal, living, or family 
expenses, except extraordinary medical 
Section 
the 


expenses deductible under 
The of 


ence to extraordinary medical expenses 


23(x).” elimination refer- 
was felt to be significant. The conclu- 
sion was that since under Section 262 a 
taxpayer must show express provision 
for allowance, these lodging expenses 
could not be deducted. 

The second point is that Section 213 
(e)(1) is not precise or specific as to the 
and 
quires interpretation. As opposing con- 
the 
face of the statute, resort to legislative 


situations it covers therefore re- 


structions are not unreasonable on 
history is particularly appropriate. The 
dissent finds that Congress “plainly” did 
not intend to allow a deduction for liv- 
ing expenses. 

Mr. Carasso, while away from home 
on business, was stricken with a serious 
illness that resulted in two emergency 
operations in which the major portion 
of He 
hospitalized for 17 days, during which 


his stomach was removed. was 
time he lost 50 pounds. When released 
from the hospital, he was unable to go 


home immediately because of his weak- 
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ened condition and remained in the 
home of some friends for a brief period 
and finally returned home. His weak- 
ened condition continued, and on his 
doctor’s recommendation he flew to Ber- 
muda and remained there for nine days. 
His wife accompanied him and _per- 
formed. services such as might have been 
performed by a nurse. 

Taxpayer claimed hotel, fare, meals, 
and exit tax expenses—apparently all 
items were for both his wife and him- 
self—as medical expenses. The Tax 
Court, in its first opinion, allowed the 
transportation expenses, but relying on 
the committee reports, disallowed the 
hotel and meal items. The opinion was 
withdrawn for reconsideration and was 
reviewed by the court. The second opin- 
ion held the same as the first with some 
slight, but interesting, changes in the 
language of the earlier opinion and 
with some additional comments. Two 
judges dissented. 

The contentions of the parties pre- 
sumably were the same as in Bilder, 
(taxpayer appeared pro se) and this time 
the court sided with the Commissioner. 


First and second opinions compared 

Both opinions, noting the severity of 
taxpayer's illness, the fact that he was of 
modest means and that his wife’s pres- 
were essential, 
lowed the transportation expenses. 

As to the hotel and meal expenses, 
the following language was used, in the 
first and second opinions. (Changes are 
indicated in italics.) 


ence and assistance al- 


First opinion: 

“As hotel 
nents, however, a 1954 legislative change 
narrowed the scope of the medical de- 
duction so as to preclude deduction of 
amounts expended for meals and lodg- 
RSs. ao 

Second opinion: 

“As the hotel and 
nents, however, a 1954 legislative change 
affected the scope of the medical deduc- 
tion so as to preclude the deduction of 
amounts expended for meals and lodg- 


to the and meal compo- 


” 


to meal compo- 


ing herein... .” 

First opinion: 

“This provision made clear that ap- 
propriate transportation costs were to 
be deductible, but by so limiting the de- 
duction at the same time raised the in- 
ference that other costs such as board 
and lodging were not to be 
ime. 

Second opinion: 


deduct- 


“This provision made clear that ap- 


propriate transportation costs were to be 
deductible, but by so limiting the de- 
duction at the same time it raised the 
possible inference that other costs such 
as board and lodging were not to be 
deductible. . . .” 

The second opinion went on to say 
that there was no showing that the 
meals and hotel items were proximately 
related to medical care. It expressed no 
opinion as to whether meals and lodging 
expenses might be deductible in “other 
circumstances.” 

Taxpayer’s motion for reconsideration 
of the first opinion was based on the 
proposition that the court should not 
examine the committee reports in rela- 
tion to the hotel and meal expenses. 
This argument was, presumably, based 
on the Tax Court decision in Bilder. 
The majority not only held that it 
should, but disapproved of its own de- 
cision in Bilder to the extent that opin- 
ion failed to examine the legislative 
history. 


Dissenting opinions 

Considering the majority opinion the 
“grossest kind of judicial legislation,” 
one judge dissented on the ground that 
resort to legislative history was inappro- 
priate. That should be used as an aid in 
understanding what Congress has said, 
not as to matters about which Congress 
has not spoken. 

The other dissent, concurred in by 
the first dissenter, took the broad ap- 
proach. It considered whether convales- 
cense away from home was a medical 
expense. It found that it was under sub- 
paragraph (A) of Section 213(a)(1), and 
further found that subparagraph (B), in 


the conjunctive with (A), did not affect | 


the latter. It noted the inconsistency of 
allowing the wife’s transportation costs 
but not her meals. The dissent conclud- 


— 


') 


ed with the thought that the majority 
etn: . <a 
should have deferred issuing its conflict- 


ing opinion until after the appellate de- | 


cision in Bilder came down. 


Comments and cautions 
So far 19 judges have considered this 
matter and not only is there no agree- 


| 


? 


ment but there is quite sharp disagree- | 


. | 
ment. Carasso is to be appealed, so three 


judges of the Second Circuit will have a 


go at it next. Undoubtedly more litiga-/ 


tion will follow in the absence of truly 


clarifying legislation. 

The appellate decision in Bilder is 
being hailed in some tax publications| 
for the layman in the most glowing 
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glowing} 


terms. (One such has called it ‘‘a smash- 
ing victory,” “sensational development,” 
“presaging a golden era,” “a complete 
victory that will have reverberations 
from coast to coast,’ etc.) Some cautions 
to overenthusiastic clients seem in order. 

So far, Bilder is the law only in the 
Third Circuit. If the Second Circuit 
should follow in Carasso, that would 
certainly make it more difficult for the 
other circuits and even the Tax Court 
to agree with the Commissioner. How- 


ever, Congress might just react to the 
poor showing its committee reports re- 
ceived and settle the question. Since any 
legislation probably would not be retro- 
active, refund claims might nevertheless 
be advisable. 

Finally, taxpayers must be impressed 
that Messrs. Bilder and Carasso were 
really quite ill. Mr. Bilder’s success may 
cause the Service to clamp down even 
harder on those illnesses requiring travel 
that might be considered marginal. * 


Dean case suggests IRS distrust of split- 
dollar plans; but courts might uphold them 


by MALCOLM E. OSBORN 


Rev. Rul. 55-713, likening split-dollar insurance plans to interest-free loans and 


characterizing them as having no tax effect, has, until recently been the sole ruling 


on these popular transactions. Mr. Osborn outlines typical arrangements, the IRS 


interpretation of them and the possibility that a change in IRS policy might render 


them vulnerable. He finds in the recent Tax Court Dean case evidence that the 


IRS may indeed be wavering in its holding that interest-free loans are not imputed 


taxable income. However the strong Tax Court opinion gives the tax advisor court 


authority, and a stronger ground on which to base approval of split-dollar plans. 


- ieee SPLIT-DOLLAR idea would never 
have developed its present popular- 
ity were it not for the stimulus of Rev. 
Rul. 55-713; but the fact that this kind 
of insurance plan developed in the 
shelter of a ruling makes it vulnerable 
to changes in IRS policy, unless the ra- 
tionale of the ruling rests on strong 
foundations and is likely to be followed 
by the courts. In Dean (35 TC No. 
113) the Tax Court considered an in- 
terest-free loan by a corporation to 
its majority stockholders and held that 
the stockholders did taxable 
income, as urged by the Commissioner, 
to the extent of the economic benefit 
derived from the use of the funds. This 
decision, 


not have 


while alerting 
fact that the Commissioner is 
taking the position that such a loan 
does result in income to the borrower, 


practitioners 
to the 


and thus undermining the rationale that 
had exempted split-dollar insurance 
plans, in effect substitutes the authority 


of the Tax Court for that of the IRS 
as the foundation for such insurance 
plans. 


To understand the significance of this 
development, we should first examine 
precisely the kind of arrangement ruled 
on in 55-713. 


The contract was ordinary life insur- 
ance on the life of the employee (B): 
the corporation (Y) was the sole owner 
and beneficiary. A supplemental con- 
tract between the corporation and the 
employee provided that the employee 
could assist in premium payments and 
could have partial control over distribu- 
tion of death benefits. The agreement 
provided the gross premium less 
the amount of any dividends would be 
paid in part by Y Corporation to the 
extent of the increase in cash surrender 
value for any taxable year and the bal- 
ance would be paid by B.” The corpora- 
tion and the employee each had sepa- 
rate ownership rights during the em- 
ployee’s lifetime. The employee had the 
right to designate the beneficiary for 
proceeds of the policy over and above 
the cash surrender value; the corpora- 
tion would be beneficiary to the extent 
of cash surrender value. Finally, there 
were provisions to divide up the spoils 
on termination of B’s employment. 

This ruling held that this arrangement 
amounted to Y Corporation’s making 
annual loans, without interest, equal to 
the annual increases in cash surrender 
value. The Service concluded that the 
employee did not realize taxable in- 
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come on that portion of premiums paid 
by the corporation, and the corporation 
got no deduction for the premiums 
paid. The ruling also held that the por- 
tion of death benefits payable to the 
corporation and to the employee’s bene- 
ficiary was not includible in gross in- 
come of the corporation or the bene- 
ficiary. 

Under arrangement, the em- 
ployee would pay part of the premium 
during the early years of the policy 
while the annual increase in cash sur- 


this 


render value did not equal or exceed 
annual net premium (gross premium 
minus dividends). Thereafter, when the 
annual increase in cash surrender value 
would equal or exceed annual net pre- 
mium, the employer would pay the full 
amount of annual net premium. 


Some common variations 


The split-dollar idea has been em- 
bodied in a multitude of different ar- 
rangements of which the most common 
are: (1) Arrangements identical with the 
actual facts of (Rev. Rul. 55-713;) (2) 
Making the employee the policyholder 
and, under a supplemental agreement, 
having the employee agree that he will 
apply each annual dividend against his 
portion of premium payments. When 
dividends exceed the employee’s pre- 
mium payment or when employee has 
no premiums to pay, such portion of 
dividend or dividends will go to reduce 
employer’s premium payment; (3) Mak- 
ing the employee the policyholder and 
under supplemental agreement having 
all dividends belong to the employee— 
that is, the supplemental agreement does 
not affect such dividends as in (2) above; 
(4) Making the employee the _policy- 
holder, and through election of dividend 
option with insurance company having 
all dividends accumulated and used to 
buy term insurance payable to the em- 
ployee. This is the so-called “Fifth Divi- 
dend Option” whereby it is attempted 
to provide employee with a level death 
benefit over the life of the ordinary life 
policy; (5) Having an actual loan agree- 
ment and note between employer and 
employee. (6) Special problems arise it 
the employee is also a shareholder in 
the employer corporation. 


The interest-free loan 

Two questions arise when an em- 
ployer makes an interest-free loan to an 
employee. (1) Is the interest-free element 
taxable to the employee as additional 
compensation?! (2) Is the interest-free 
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element deductible by the employer as ployee subject to tax? Assuming such rate employer, Reynard, of allowing an | [Mc 
a business expense for compensation for interest element is additional compensa- employee, Fox, to live rent free in a| Ma 
services?” tion and assuming also that compensa- dwelling owned by Reynard. The corpo- | he | 
Rev. Rul. 55-713 concluded that the _ tion to the employee is reasonable, does ration deducted as compensation paid | Life 
split dollar arrangement is the same the employer get a deduction equal to $3,000, the fair rental value of the dwell-| Ma 
as an interest-free loan and that merely the amount of additional compensation? ing; also, the corporation included in| 
making money available does not result Problem 2. Employer makes a $75,000, income the $3,000 fair rental -value of | dnt 
in realized income to the payee or a 4% interest-bearing loan to the em-_ the dwelling. The Commissioner argued ie 
deduction to the payor. The ruling con- ployee. Employee takes the $75,000 and that the $3,000 rental value should not rep 
tains no statement of the reasoning sup- _ puts it in his sugar bowl. Employee pays be included in income and the $3,000 oan 
porting this conclusion. the employer $3,000 interest on the loan. deduction for compensation should not BS 
On analysis it seems that the em- Employer pays the employee $3,000 ad- be allowed, which meant that the net aii 
ployee is receiving an economic bene- ditional compensation. Assume the income of the corporation as reported ini 
fit equivalent to the going rate of in- employee's compensation is reasonable in its return would remain the same. uae 
terest prevailing during the period of and that 4% is the going rate of interest. “(The author suggests that the Commis- por 
the loan.’ If employee were to be taxed Suggested Tax Solution to both prob- sioner took this position of excluding diets 
as having received an economic benefit, lems:5 rentals from income because their in- dice 
the employer logically should be entitled Employer: clusion might be detrimental to his ar- Rev 
to a corresponding deduction.‘ $3,000 sncome from interest received SUment that this corporation was a ane 
It might be argued that an employer from employee mere holding company, which involved] 
on a cash basis of accounting must 3,000 deduction for compensation the second issue of this case.) The court $3.¢ 
make an actual payment to get a deduc- paid to employee said: oi 


tion. Is this benefit to the employee of 


0,000 net result for one offsets the 


“If Reynard had rented the dwelling] ; 


not having to pay interest an actual ; to Fox and had received $3,000 cash} 54, 
; ; other i 
payment to employee or a constructive Emot therefor during the taxable year there feuee 
: SS: am . “employee: . ‘ 
payment to him? Also, if we assume this ed, : : : would be no question but that the tian 
? ; ; $3,000 deduction for interest paid to. E . Se ae 
amounts to a payment to employee, do amount would be includable in income} .,) 
sea employer on loan saa : 
we also have to assume the employee’s ; ] . : as rent. If during the taxable year, Rey+ i, 
eg ae - ; 3,000 income for compensation paid ; ; . ’ - : 
additional compensation is equal to the nard had paid the $3,000 to Fox as a Rey 
paks . to employee : ) 
employer’s deduction? Perhaps _ this pale we part of reasonable compensation ~ any 
troublesome area can be better illus- 0,000 net result for one offsets the his services there would be no question deal 


trated by two problems: other 


but that such payment would consititute 
Problem 1. Employer makes a $75,000 a deductible expenditure. The net effect} The 


Reynard Rule 





non-interest-bearing loan to the em- of the two items would be to offset eachi¢,, 
ployee. Employee takes the $75,000 and The solution to Problem 2 simply fol- other, and Reynard’s net income apart — 
puts it in his sugar bowl. Does the em- lows the method suggested in Reynard from them in no wise would be affected]. 
ployee on these facts have additional Corporation for handling a fact situa- Instead of making cash payments td ay 
compensation equal to the interest-free tion similar to Problem 1. That case each other, Reynard gave Fox the usd U 
element? If the answer is yes, is the em- dealt with tax consequences to a corpo- of the house for services and Fox ren aii 


1 See Treas. Reg. Section 1.61-2(d) (1) (1957). “If 
services are paid for other than in money, the fair 
market value of the property or services taken in 
payment must be included in income.”’ 

2 See 1954 Code Section 162(a) (1). See Brass Rail 
Restaurant Co., 14 TC 66 (1950). 

8 Treas. Reg. Section 1.61-2(d) (1) supra note 1. 
In Dean, 35 TC —, No. 113 (1961) stockholders re- 
ceived interest free loans from corporation which 
they controlled. The Commissioner argued that the 
taxpayers received an economic benefit from the 
free use of borrowed funds equal to the rates at 


account of Fox’s occupancy of the dwelling did not 
constitute income to Reynard and that Reynard 
was entitled to the deduction taken for deprecia- 
tion.”’ Thus, the zero net result of either the “‘the- 
ory” of the 1938 Reynard case or its holding does 
not apply where the employer has actual expenses 
paid out for the benefit of employee (i.e. repairs 
and depreciation on the dwelling). In the typical 
interest-free loan situation employer has no actual 
expenses paid out for the benefit of employee. An- 
other case where employer deducted actual ex- 
penses incurred in this manner is Brass Rail Res- 


stockholders from personal holding company didplete 


not result 


in taxable income to the borrowers{clude 


Commissioner contended stockholders realized infthat 
come to the extent of the economic benefit derived place 
from the use of funds equal to the prime rate off! Se, 


interest. 
5 Moses W. Faitoute, 38 BTA 32, 36 (1938); Irving 


tion | 


T. Bush, 45 BTA 609, 623, remanded without con tion | 


sideration of this point 133 F.2d 1005; 
Shaken, 21 TC 785, 793 (1954). 


Victoi 








® The problems in connection with an employee 
shareholder are considered later. 










which the taxpayers could otherwise have bor- taurant, 14 TC 66 (1950). In that case a company 1° Thus, this reasoning carries forward the sug#provi 
rowed the money. The court held that such inter- car was used 40% for business, and 60% personal gested theory of Reynard case to the employee aff[nter 
est-free loans resulted in no taxable income to the by employee-stockholder. The court said, “‘He at- follows: gure} 
borrower. tempts to justify adding the amounts to the income Employee (Fox) : whicl 
4See Section 162(a) (1) and see Brass Rail Res- of DeLucia upon the theory that they represent $3,000 income for additional compensation ré§;ubti 
taurant Co., supra note 2. additional compensation. They would, as addition- ceived 2In 
> For the suggestion as to the tax solution for Em- al compensation to DeLucia, nevertheless, be de- 0 deduction ($3,000 for rental paid to Enj}‘acts 
ployer see Reynard, 37 BTA 552 (1938); for the ductible by Brass Rail . .. The entire amounts ex- ployer is a personal expense). have 
suggestion as to the tax solution for employee see pended by Brass Rail are deductible.’’ The author They 
Dean, 36 TC —, No. 113 (1961). agrees that such deductions for actual expenses $3,000 net income unde: 


*It is interesting to note that this case reconsid- 
ered an earlier decision, Reynard Corporation, 30 
BTA 451 (1934) where the court had decided that 
the employer-corporation was entitled to take a 
deduction for depreciation on the dwelling and 
it is clear that the issues involved in the 
proceeding for the prior years are entirely differ- 
ent from that involved here. There we held that 
the amounts included in income by respondent on 


aesgs"; 2% 


incurred for employee’s benefit are deductible by 
employer. The author suggests, however, that the 
additional compensation taxable to employee 
should have equaled employer’s deduction. 
Such taxable compensation to employee should 
have been the rental value (of that type of car) 
prevailing at the time employee used the car. 

7 J. Simpson Dean, 35 TC —, No. 113 (1961). This 
case held that an interest-free loan to majority 


not 





the property made available without charge to th¢ploye 
shareholder-officer was rented by him to another} divid 
instead of being occupied for personal use. Would dend; 
the fact that he could presumably deduct as a busijance 


ness or non-business expense the hypothetic 





“Fift 


rental value theoretically paid by him to the corito pr 
poration, Section 212, IRC 1954, and thereby comithe li 





ing an| [Malcolm E. Osborn is a member of the 
e in a| Massachusetts, Maine, and Federal Bars; 
corpo- | he is Tax Attorney for the State Mutual 
n paid | Life Assurance Company, Worcester, 
> dwell- | Massachusetts.] 

ded in 

alue ol 


dered to Reynard the required services 
for the use of the house. Since Reynard 
| reported in its income $3,000 as rent 
and as it deducted $3,000 as the pay- 
ment for services, the two amounts off- 


argued 
uld not 
$3 000 





uld not 


1e net ’ 
the ne | set each other and Reynard’s taxable net 


neither increased nor di- 
minished by the way the items were re- 
ported in the return. Since respondent’s 
5! determination in effect has made no 
heir in- change in the two items as reported by 
‘| Reynard, no injury has resulted to Rey- 
was 4! nard. The only theory upon which it 
can be held that Reynard paid the 
$3,000 to Fox is that it offset that 
amount against a like amount owed to 
it by Under this 
theory the rental value of the house was 
income to petitioner and, if the deduc- 
tion claimed is to be allowed, such in- 
come must 


epe rt ed 


| income was 


e same. 
sommis- 


‘cludin 
» his a 


involved 


he court 


dwelling 
100 cash 


ar there 


Fox for house rent. 


hat the 


income . 
We ota be accounted for in deter- 


‘ ‘| mining its correct tax liability. To allow 
“OX 4° “Reynard a deduction of the $3,000 on 
any other theory would be allowing a 
deduction for an 


tion for 


-stion . - 
» ata which it 


neither paid nor was obligated to pay. 


! amount 
mnsititute 


net effect Therefore, since Reynard is not charged 


fset each for tax 


income from 
house rent it is not entitled to deduct 


purposes with 


me aparg 


affected 


the amount thereof as compensation 

nents paid for Fox.” 
the use 7 ° . : 
‘ Under the theory discussed in this 
“ n ° , ° 
Fox re case, the conclusion for the employer is 
ympany didpletely offset any gross income, lead us to con- 


borrowers{clude, as here, contrary to the whole line of cases, 
realized in#that there could be no gross income in the first 
efit derive@place?” J. Simpson Dean, supra note 7. 
‘ime rate o# See in the connection the “Suggested Tax Solu- 
tion to Both Problems,”’ which illustrates the the- 
Gory suggested in Reynard as to Employer Corpora- 
vithout congtion and the reasoning of Dean as to shareholder. 
005; Vict 





138); Ir 


/4In Problem 1 and Problem 2, set forth earlier, em- 
IPloyee put his borrowed money in a sugar bowl. 
n employee#@he sole reason for such is that money in a sugar 

pe is not invested in tax exempts. Section 265 
rd the 


employee 


yrovides, “‘no deduction shall be allowed for... 


Interest on indebtedness incurred or continued to 
purchase or carry obligations . . . the interest on 
which is wholly exempt from taxes imposed by this 
ensation ré};ubtitle.”’ 

In this connection there are two variations of 
paid to Enj}'acts to be discussed later where employee may 
). have unrestricted use of the insurance dividends. 
They are: Where employee is the policyholder and 
under supplemental agreement all dividends belong 


r in the conjto the employee 


that is, the supplemntal agree- 
cample, . ment does not affect such dividends; Where em- 
-harge to th¢ployee is the policyholder, and through election of 
1 to another 
1 use. Woul 


act as a bu 


dividend option with insurance company a!l divi- 





dends are accumulated and used to buy term insur- 





ice payable to the employee. This is the so-called 
Fifth Dividend Option’? whereby it is attempted 
n to the corto provide employee with a level death benefit over 
thereby com/the life of the ordinary life policy. 





hypothetica 


the same as the “Suggested Tax Solution 
to both the problems” above: 
Employer (Reynard): 
$3,000 income from rental 
from employee 
3,000 deduction for compensation 
paid to employee 


received 


0,000 net result for one offsets the 
other 


The court in Reynard, after discussing 
this “theory”, did ‘not accept it, but 
accepted the approach of the Commis- 
sioner which had absolutely the same 
net result as the conclusion under the 
“theory.” The case held, “. since 
Reynard is not charged for tax purposes 
with income from house rent it is not 
entitled to deduct the amount thereof 
as compensation paid to Fox.” 


Compensation question 


The answer to the question, “Is the 
interest free element deductible by the 
employer as additional compensation 
paid to employee?” is no. This conclu- 
sion is supported both by the holding 
in Reynard and by the “theory” con- 
sidered in Reynard.® 

Let us turn again to the first ques- 
tion asked under this topic—“Is the in- 
terest free element taxable to the em- 
ployee as additional compensation?” 
and the “Suggested Tax Solution” to 
the two problems. Prior to the Dean 
case? there were only dicta from cases 
to answer the question and to support 
the solution. Such dicta were found in 
cases where the Commissioner was at- 
tempting to tax shareholders on the 
full amount of money lent as a divi- 
dend.® Illustrative of such dicta is the 
statement in W. Faitoute, “We 
are of the opinion that the fact that the 
petitioner paid to the corporation no 


Moses 


interest upon the advances made to him 
in 1932 is 


issue, because if the corporation saw fit 


not determinative of the 


to lend money without interest that is 


a matter with which the Government 


is not concerned.” 

The recent holding of the Tax Court 
in J. Simpson Dean that the economic 
benefit of interest free loans is not tax- 
able as dividends to the majority share- 
holders who received them, should apply 
equally where the obligor is an employee 
and the Commissioner seeks to tax this 
benefit to employee as additional com- 
pensation.® In the Dean case the Com- 
missioner relied on a_ series of cases 
holding that rent-free use of corporate 
property by a stockholder or officer may 
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result in the realization of income to 
the stockholder or officer to support his 
position that the economic value of in- 
terest free use of money was taxable to 
the stockholders. 

The court said these cases were not in 
point. “In each of them a benefit was 
conferred upon the stockholder such that 
had the stockholder or officer undertaken 
to procure the same benefit by an ex- 
penditure of money such expenditure 
would not have been deductible by 
him.”1° The court continued, “Here. 
on the other hand had petitioner bor- 
rowed the funds in question on interest- 
bearing notes, their payment of interest 
would have been fully deductible by 
them under Section 163, 1954 Code. Not 
only would they not be charged with the 
additional income in controversy herein, 
but they would have a deduction equal 
to that very amount.” Thus, we have 
gone the full circle. Reynard went 
through the steps of Employer Corpo- 
ration receiving rents as income and 
paying out compensation with a deduc- 
tion and had the two items offset each 
other. Dean follows the “theory” of 
Reynard as to the shareholder and it 
should apply equally to the employee. 

Judge Bruce in his dissent pointed 
out that Section 265(2) provides that in- 
terest on money borrowed to purchase 
tax exempt securities is not deductible. 
He also pointed out that the taxpayers 
should have the burden of pleading and 
establishing that had they been required 
to pay interest they would have been 
entitled to 
gross income. 


deduct such interest from 

The dissent by Judge Bruce raises a 
question about (Rev. Rul. 55-713.) It 
said, “The mere making available of 
money does not result in realized income 
to the 


payor.” The ruling dealt with a situa- 


payee or a deduction to the 
tion where employee does not have un- 
restricted use of the funds “loaned” to 
him. The employee cannot invest the 
funds in tax exempt municipals as 
Judge Bruce suggests might have been 
done in the Dean case. The fact that the 
employee's use of the funds is restricted 
to purchase life insurance may have 
influenced the holding in (Rev. Rul. 
55-713) and may also contribute to sup- 
port it.1 
Dividends in 55-713 

Rev. Rul. 55-713 sets forth the sup- 
plemental agreement between employer 
and employee as follows: “Under the 
agreement ,the gross premiums less the 
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amount of any dividends would be paid 
in part by Y Corporation to the extent 
of the increase in cash surrender value 
for any taxable year and the balance 
would be paid by B.” Does this mean 
that Y Corporation takes the dividend 
as its legal property? If Y Corporation 
has legal right to the dividend then Y 
Corporation might use its dividend to 
apply toward its premium payments and 
in turn have the legal right to the cash 
surrender value equal to the total pre- 
mium payments made by employer 
(dividend plus out-of-pocket cash). This 
interpretation of the facts of Rev. Rul. 
55-713 seemed possible. On the facts 
stated in Rev. Rul. 55-713, Y Corpora- 
tion owns the policy and thus, is en- 
titled to the dividend. The next ques- 
tion is, did the supplemental agreement 
between Y Corporation and Employee B 
entitle Y to the dividends? To provide 
such, one would have to read Rev. Rul. 
of the 


55-713’s account facts this way: 


“Under the agreement, the gross pre- 
mium would be paid in part by Y Cor- 
poration to the extent of the increase 


in cash surrender value for any taxable 


year, and the balance would be paid by 
B.” This is not proper because the rul- 
ing adds six other words to explain the 
agreement between employer and em- 


less the amount of 


ployee, any 


dividends This clearly explains 
that by private agreement Y agreed to 
first apply all dividends to reduce 
premiums and then Y would pay that 
amount of net premium to the extent 
of the increase in cash surrender value 
for that year. It is important to keep 
this in mind. 

Under many plans today the employee 
is the policyholder and the agreement 
between employer and employee _pro- 
vides that dividends are to be applied 
by the employee to reduce his premiums. 
The employee agrees with the employer 
that when the dividend exceeds the em- 
ployee’s share of the premium, or when 
the employee no longer pays any pre- 
full 


dividend, as the case may be, will go to 


mium, such excess of dividend or 
the employer. This produces the same 


result as in Rev. Rul. 55-713. 


Other dividend plans 


There are two commonly used ar- 
rangements, however, which differ from 
the Rev. Rul. 55-713. One is 
the so-called “Fifth Dividend Option” 


where all 


facts of 


dividends are accumulated 
and used to purchase term insurance in 


order to provide the employee with a 
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level death benefit. When the annual 
increase in cash surrender value equals 
or exceeds the amount of annual pre- 
mium due, under the “net premium 
facts” of Rev. Rul. 55-713 the employer 
pays less than the annual premium, be- 
cause all dividends first go to reduce 
the gross premium due. This is not the 
case, however, with the Fifth Dividend 
Option. In that situation the annual 
dividend goes to purchase additional 
term insurance for the benefit of the 
employee. 

Under the second arrangement the 
employee has unrestricted right to all 
dividends throughout the term of the 
policy. In the ruling, by private agree- 
ment the Y Corporation agreed to apply 
all dividends to reduce premiums and 
then Y Corporation would pay that 
amount of net premium equal to the 
increase in cash surrender value for that 
year. That plan did not contemplate 
either of these two arrangements. 

It is interesting to notice the way that 
Rev. Rul. 55-713 handles the insurance 
dividend payments. The ruling 
cludes that its facts that the 
stance of the arrangement is the same 


con- 
on sub- 
as if employer made annual loans with- 
out interest each time it pays premiums. 
This essentially-the-same-as-a-loan theory 
provides the foundation for the tax 
the 
The ruling does not apportion divi- 


treatment of insurance dividends. 
dends between employer and employee 
and does not tax the employee as though 
receiving the benefit of dividends ap- 
to employer. The Service 
held that the dividends were in no way 


portioned 


taxable to the employee on the theory 
that in substance employee is paying all 
the premiums on the insurance and in- 
cidentally, the employee is borrowing 


18 There may be an inconsistency within Rev. Rul. 
55-713. The ruling concludes that its facts amount 
to an interest-free loan and that such making 
available of money does not result in realized in- 
come to the employee or a deduction to the corpo- 
ration. Rev. Rul. 55-713, 1955-2 Cum. Bull. 23, 24. 
On the facts established by the agreement between 
Y Corporation and Employee B the Y Corporation 
is beneficiary to the extent of the cash surrender 
value. As time goes by the annual increase in cash 
surrender value may equal or exceed the annual 
premium due. See Hypothetical Insurance Situa- 
tion III in Table i. Since all dividends go to re- 
duce premiums, the net premium paid by Y Corpo- 
ration may be less than annual increase in cash 
surrender value. If such is the case, employer does 
not have an interest-free loan for it has rights to 
the full cash surrender which exceeds the amount 
of money advanced by employer in premiums. 

14 For income tax purposes insurance dividends are 
considered a return of premium and as such are 
generally not taxable. IRC Section 72(e) (1) (B); 
Treas. Reg. Section 1.72-11(b) (1) (1956). 

15 Treas. Reg. Section 1.61-2(d) (1957). 





money to pay a substantial amount of 
such premiums.18 

There was another approach the Serv- 
ice might have taken in Rev. Rul. 55- 
713. That approach would regard the 
employer as paying a substantial amount 
of the premiums. On this approach, 
during the initial years when both em- 
ployer and employee are paying the 
premiums, the dividends for tax pur- 
poses should be apportioned between 
employer and employee and, after the 
initial years, when only employer is pay- 
ing premiums, for tax purposes all divi- 
dends in those years belong to em- 
ployer.14 Thus, any dividends which 
employee receives, the benefit of which 
were decided for tax purposes to be- 
long to employer would be taxable to 
employee as additional compensation.15 
This approach takes more meaning 
when the facts of Rev. Rul. 55-713 are 
varied through use of the Fifth Dividend 
Option or where employee has unre- 
stricted rights to all dividends through- 
out the term of the policy. 

If the split-dollar idea is embodied 
in an arrangement under which the em- 
ployee is the policyholder and employee 
agrees with employer that all dividends 
belong to employer when employee no 
longer has premiums to pay, the net re- 
sult is the same as under facts of Rev. 
Rul. 55-713. Since the end result is 
exactly the same and the facts are sub- 
stantially the same, I submit the tax 
consequences in this arrangement are 
Rul. 55-713.16 
The tax consequences may change, 


the same as under Rev. 


however, where the Fifth Dividend ar- 
rangement discussed above is adopted. 
This may be held to be a substantial 
change of the facts. In this connection 
No 


see 4 in Table I adjoining and 


16 Rev. Rul. 54-172 CB 1954-1, 394, 401 and 402. 

17 For tax purposes dividends are considered a re- 
of premiums. IRC 1.72-11(b) (1) 
(1956). Thus, where employer is paying a part or 
all of the premium the dividends should be part or 


turn Section 


all the employer’s, whichever the case may be. If 
those dividends which should belong to employer 
go to purchase additional term insurance for em- 
ployee the amount used to purchase such term in- 
surance may be taxable as additional compensea- 
tion to the employee. Treas. Reg. Section 1.61-2(d) 
(2) (1957). 

18 When the employee no longer has any premium 
to pay, the dividend received by him under this 
arrangement may be a substantial amount. See Il- 
lustration in RIA, Fed. Tax Coordinator, Vol. 2, 
page 26,042C where the employee continues re- 
ceiving dividends even after he ceases to pay any 
premiums. 

19 Rev. Rul. 54-172 supra note 16. 

0 Letter ruling date 5-24-56 signed by H. T. 
Swartz, Dir., Tax Rulings Div. and Letter ruling 
dated 11-6-56 signed by H. T. Swartz, Dir., Tax 
Rulings Div. 
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notice the change in facts. If this change 
is considered substantial, then the divi- 
dend may be apportioned between em- 
ployer and employee for tax purposes 
during the early years when both are 
paying premiums. The portion consid- 
ered to belong to employer which em- 
ployee receives the benefit of may be 
taxed to employee as additional com- 
pensation.17 In the remaining years 
when employee pays no premiums, what- 
ever, the full dividend may be taxed to 
employee as additional compensation. 
If the Service takes the approach that 
it is nearly impossible to apportion the 
insurance dividends during the early 
years when both employer and employee 
are paying premiums it could still seek 
to tax all dividends to employee as addi- 
tional compensation in those years when 
employee pays no premiums. 

This would apply 
equally to the factual situation involy- 
ing the split-dollar idea where the em- 
rights to all dividends 
throughout the term of the policy.18 


same approach 


ployee has 


Employee shareholders 


One who relies on a ruling should 
see that the situation described in the 
ruling is sufficiently similar to his own 
set of facts.19 The Service has expressed 
its opinion when the employee is also 
a shareholder.?° 

The first letter ruling considered the 
following: “. . . as to whether the pro- 
Rul. 55-713 .. 
be applicable in a case where the em- 


visions of Rev. . would 


” 


ployee is also the corporate owner .. . 
Che ruling held, “In view of the fact 
that your company is an employer and 
that you are an employee of such com- 
pany, ordinarily the provisions of Rev. 
Rul. 55-713 would be applicable with 


*\ The 5-24-56 Letter supra note 20. 
= The 11-6-56 Letter supra note 20. 

Victor Shaken, 21 TC 785 (1954); Estate of 
Helen Simmons, 26 TC 409 (1956); Wiese, 93 F.2d 
921 (1938), cert. den. 304 U.S. 562 (1937), rehear- 
ing denied 304 U.S. 589 (1937). 

* Estate of Helen Simmons, supra note 23; Moses 
W. Faitoute, 38 BTA 32 (1938); Wiese, supra note 
23. For an excellent analysis of this area, see Wer- 
ner, Stockholder Withdrawals-Loans or Dividends, 
19 Tax L. Rev. 569 (1954-55). 

*If the employee-shareholder were held to have 
received premiums paid by 


“loan,” 


employer not as a 
but as a dividend there would be no need 
for such a “‘theory’”’ as suggested in Reynard to 
prevent employer from obtaining a deduction. 
Such distribution would not be deductible by em- 
ployer-corporation—only its earnings and profits 
would be reduced. IRC Sections 311 and 312(a). 

“In Paulina DuPont Dean, TC Memo 1960-54 
(Dec. 24,104M) (on appeal CA-3), which involves 
gift taxes on the same taxpayers involved in the 
1961 Dean supra note 7, the following dictum ap- 
5 . Viewed realistically, the lending of 


pears: 


respect to the facts as stated in Mr. 
————’s letter. However, it should be 
noted that Rev. Rul. 55-713 classifies 
the transaction as similar to an interest- 
free loan and that “loans” to stock- 
holders under certain circumstances have 
been held to constitute dividend distri- 
butions. This, of course, is a question 
of fact to be determined upon examina- 
tion of the taxpayer’s tax returns.”21 
The second letter ruling dealt with a 
situation where employee was president 
of the corporation and where “the major 
portion of the stock of your company 
is owned by Mrs. .’s mother, 
Mrs. Mr. ’s wife, 
ia eset ’s and various trust 
for the benefit of either Mrs. 


” 


or Mrs. 

The following opinion was given: 
et the facts upon which the ruling 
contained in Rev. Rul. 55-713 was based 
did not contemplate either the employee 
involved being a majority stockholder 
of the employer corporation or any close 
relationship between the employee and 
the majority stockholders of the corpo- 
ration employer. Existence of such a 
condition may raise questions as to all 
the relevant circumstances and business 
or other reasons motivating the trans- 
action. Such factual questions cannot be 
determined prior to examination of the 
income tax return of the taxpayers in- 
volved.22 

If the Service took the approach sug- 
gested in its May 24, 1956 letter, namely, 
treating this as a loan to a stockholder, 
where would the employee stand tax- 
wise? Since only one fact of Rev. Rul. 
55-173 has been varied i.e., the employee 
is a shareholder, we have factors present 
to hold this a loan and not a dividend. 
The employer is assured it will be re- 


over two million dellars to petitioners without in- 
terest might be looked upon as a means of passing 
on earnings (certainly potential earnings) of Ne- 
mours in lieu of dividends, to the extent of a rea- 
sonable interest on such loans.” 

7 Rev. Rul. 58-1, 1958-1 Cum. Bull. 173. In this 
connection see also Treas. Reg. Section 1.301-1(J) 
(1955), “Transfers for less than fair market val- 
ue,” and 58th St. Plaza Theatre Inc., 195 F.2d 724 
(1952), cert. den., 344 U.S. 820 where a family- 
held corporation entered into a sublease to one of 
its stockholders at a rental substantially less than 
the profits which, absent the sub-lease, there was 
every reason to believe the corporation would earn. 
In fact if what is determined to be additional 
compensation is found to be unreasonable then 
such amount considered unreasonable might be 
taxed to employee-shareholder as a distribution. 
See Treas. Reg. Section 1.162-8; Leach, 21 TC 70 
(1953). Such disguised dividends would not be de- 
ductbile by the corporation because under Section 
162(a) a corporation is entitled only to deduct “a 
reasonable allowance for salaries or other com- 
pensation for services actually rendered.” 
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paid. Cash surrender value is always 
available to the employer equal to the 
amount employer pays out and this evi- 
dences the fact that the employer con- 
templated from the start that it would 
get its money back. The classification of 
stockholder withdrawals as a loan or 
dividend has been stated to constitute a 
question of fact.28 The question of fact 
in every case is primarily one of intent: 
Was it the intent of the shareholder to 
take the money for permanent use in 
lieu of dividends or to take the money 
as a loan??4 Thus, if the parties stick to 
the facts of Rev. Rul. 55-713 so that 
the corporate employer is always assured 
it will be repaid, the parties ought to 
come within its protection. Either the 
whole amount paid by the employer for 
the employee’s insurance is a dividend, 
or a loan that will be repaid. The 
amount to be taxed or not taxed to the 
employee is the whole 
pended for his benefit.25 

Where the employee is also a stock- 
holder there has always been the danger 


amount ex- 


that the Commissioner might contend 
that the economic benefit derived from 
the free use of borrowed corporate em- 
ployer’s funds is a dividend to the 
shareholder-employee.26 The Service has 
ruled that the 
amounts paid by shareholders and the 


spread between the 
fair rental value of the property is sub- 
ject to treatment as dividends to the 
stockholder-tenants.27 

The recent Dean case has held that 
the economic interest-free 
loan from their controlled corporation 
was not income to the majority share- 


value of an 


holders. In that case there were actual 
non-interest bearing notes. There are 
no notes in the split-dollar arrangement. 
Nevertheless, the reasoning of that case 
should apply to the split-dollar situation 
where only one fact of the ruling is 
changed—the employee is also a share- 
holder. Not only did the decision in the 
Dean majority stock- 
holders, but that court cited Rev. Ril. 
55-713 in a footnote with apparent ap- 
proval. 


case involve 


The possible tax consequences of in- 
surance dividends to the employee have 
been discussed above. Where there was 
a possibility of tax to an employee as 
additional compensation there is a pos- 
sibility of tax to the employee-share- 
holder of dividend.28 

The private letter rulings have 
pointed out that Rev. Rui. 55-173 did 
not involve stockholders and that since 
there was no actual loan in that situa- 
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Facts 


$1000 Annual Premium 

100 Annual Dividend 
400 Annual Increase in Cash 

Surrender Value 


TABLE I: ILLUSTRATIONS OF VARIOUS FACTUAL SITUATIONS INVOLVING TiIE SPLIT-DOLLAR IDEA 


Hypothetical Insurance Situations 
(Annual Premium is $1,000, Annual Dividend is $100, But Annual Increase in Cash Surrender 
Value Increases from $400 in I, to $900 in II, to $1,000 in III.) 


I II 


Surrender Value 


$1000 Annual Premium 
100 Annual Dividend 
900 Annual Increase in Cash 


Ill 
$1000 Annual Premium 
100 Annual Dividend 
1000 Annual Increase in Cash 
Surrender Value 





1) Facts of Rev. Rul. 55-713 


500 


0 


$1000 Gross Premium 
—100 Dividend 


900 net premium 
-400 paid by Y Corp. 


-500 paid by Employee B 


$1000 
-100 Dividend 
900 net premium 
-900 pd. by Y Corp. 
0 
Employee B pays O 


$1000 
-100 Dividend 
900 net premium 
-900 pd. by Y Corp. 
0 
Employee B pays O 





(2) Possible interpretation of the 
facts of Rev. Rul. 55-713 if de- 
leted words “less the amount of 
any dividends” from the supple- 
mental between em- 
ployer and employee. 


agreement 600 


$1000 (100 Dividend paid by Y 
Corp. 
-400 (300 cash paid by Y Corp. 


-600 paid by Employee B 


Corp. 





100 


$1000 (100 Dividend paid by Y 


-900 (800 Cash paid by Y Corp. 


-100 paid by Employee B 


$1000 
-1000 (100 div. pd. by Y Corp. 
0 (900 cash pd. by Y Corp. 


Employee B pays O 








mental agreement employee con- 
tracts that when dividends exceed 
employee’s premium, or when 
employee has no premium to pay, 
such portion of dividend or the 
dividend will go to reduce em- 
ployer’s premium payment. 


600 


0 


(100 Div. pd. by Em- 
ployee B) 

-600 (500 Cash pd. by Em- 0 
ployee B) 


0 0 
(3) Facts employee is policy- $1000 premium $1000 $1000 
holder but where by supple- -400 pd. by Y Corp. -900 paid by Y Corp. -1000 (900 pd. by Y Corp. 


100 


-100 Div. pd. by Employee B 


0 (100 pd. by Dividend 
Employee B pays O 








(4) Facts of Fifth Dividend Op- 
tion where all dividends are ac- 
cumulated to purchase term in- 
surance for employee. 





600 


0 





$1000 premium 
100 paid by Y Corp. 


$100 Dividend goes to purchase 
additional 
Employee B. 


$1000 
-900 pd. by Y Corp. 


100 onistachon 
-600 paid by Employee B -100 pd. by Employee B 0 
— Employee B pays O 
0 


additional term 
Employee B. 


term insurance for 


$100 Dividend goes to purchase 
insurance for 


$1000 
-1000 pd. by Y Corp. 


$100 Dividend goes to purchase 
additional term insurance for 
Employee B 








tion, but instead something substantially 
similar to a loan, the payments made by 
the corporation might constitute divi- 
dends to the stockholder-employee. The 
author suggests that the better approach 
where the employee is a_ substantial 
stockholder or close relative of one is to 
have an actual non-interest bearing loan 
to the insured in any state in which 
a corporation may make a loan to its 


In 


allowed 


officers or stockholders. some states 


corporations are not to make 


loans to officers or stockholders. In some 
states there is merely a civil law pro- 


hibition29 and in others it may consti- 
tute a crime.®° 
If the employer is in a state where a 


corporation may make a loan to its 


officers or stockholders,31 the following 


plan is suggested: 


1. A loan agreement is executed be- 
tween corporation and shareholder-em- 
ployee. The loan is non-interest bearing 
and shareholder-employee agrees to re- 
pay the loan on demand, or death, or 
termination of employment. 

2. The corporation will each year ad- 
vance to the officer an amount equal to 
the annual increase in cash value of the 
insurance policy. This will be set forth 
in the loan agreement. 

3. The policy will be issued to the 
employee-shareholder as owner. 

4. To secure payment of the loan, the 
insured will deliver to the corporation a 
collateral assignment of the policy. 
of the 
holder-employee’s employment or upon 


5. Upon termination share- 
his death, the corporation will receive 


from the cash surrender value or pro- 


ceeds an amount equal to the outstand- 
ing amount of the loan. The balance 
of the proceeds will be paid to the in- 
sured or the beneficiary. 

The question whether there is a loan 
is one of fact and of intent. Was it the 
of the to take the 
money for permanent use in lieu of 


intent shareholder 


or to take the 
The fact that 
majority stockholder makes little dif- 
ference to the court where other factors 


dividends money as a 


loan?32 the debtor is a 


indicate a loan.33 

No interest need be charged on the 
loan by the corporation. The fact that 
no interest is paid on the withdrawal 


by the stockholder is not given much } 


weight by the courts in determining a 
disguised dividend.34 The court noted 
this in Moses W. Faitoute, ““We are of 
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the opinion that the fact that the peti- 
tioner paid to the corporation no in- 
terest upon the advances made to him 
in 1932 is not of the 
issue, because if the corporation saw 
fit to lend money without interest that 
is a matter in which the Government 
is not concerned.” 

Thus, it is the author’s opinion if a 
bona fide loan is made there is no prob- 
present law of the full 
amount of the loan being taxed to the 
shareholder-employee as a _ disguised 
dividend. 

The interest-free 
loan, above should apply here with 
equal force. This particular fact situa- 
tion brings us within the facts of the 
Dean 


determinative 


lem under 


discussion of the 


case where the shareholder-tax- 
payers were majority shareholders; the 
money borrowed was actually evidenced 
by non-interest bearing notes; the Com- 
missioner sought to tax the shareholders 
benefit derived from 
the free use of borrowed funds; and the 
held that such interest-free 


resulted in no taxable gain to the bor- 


on the economic 


court loan 
rowers. 

rhere is no problem as to disguised 
dividends if we have a bona fide loan. 
above are not 
employee-share- 
holder is paying all premiums on his 
policy and is legally entitled to all divi- 
dends. The fact that he uses borrowed 


The dangers discussed 


present because the 


money to purchase his insurance has no 
bearing on the tax effects. It is em- 
ployee’s policy, he pays for it, and in the 
**In Massachusetts, directors are liable for debts 
contracted between the time of making or as- 
senting to a loan to a stockholder or director 
and the time when the loan is repaid to the ex- 
tent of such loan. Mass. GL Chap. 156, Section 
For example, see Ill. Rev. Stat. Ch. 32, Sec- 
tion 157.41(b), 157.42(h) and Ch. 38, Section 
139; see also N. Y. Stock Corporation Law, Sec- 
tion 58, 59 and N. Y. Penal Law, Section 664. 

For example, in Georgia a loan may be made to 
officers if it is authorized by a majority of the 
3oard of Directors or of a Committee of the Board 

authorized to act. Georgia General Corporations 
Law, Section 22-723. 
* Estate of Helen Simmons, supra note 23; Moses 
W. Faitoute, supra note 24; Wiese, supra note 23. 
For an excellent analysis of this area, see Werner, 
Stockholder Withdrawals—Loans or Dividends, 10 
Tax L. Rev. 569 (1954-55). 

Loans were found where the borrower was sole 
stockholder in these cases: Victor Shaken, 21 TC 
785 (1954); Estate of Helen Simmons, 26 TC 409 
(1956); Moses W. Faitoute, 38 BTA 32 (1938); 
Wiese, 93 F.2d 921 (1938). 

Moses W. Faitoute; Irving 
Shaken, supra note 8. 

Rev. Rul. 54-172 Cum. Bull. 1954-1, 394, 395. 
® Rev. Rul. 54-172 Cum. Bull. 1954-1, 394, 401 and 
402. 

*See Automobile Club of Michigan, 353 U.S. 180 
(1957). 
* Automobile Club of Michigan, 353 U.S. 180, 184 


(1957). 


T. Bush; Victor 


usual case he is entitled to the dividends 
tax free as a return of his premiums. 

As noted earlier, the development of 
the split-dollar idea to its present status 
was due primarily to the stimulus of 
one revenue ruling which likened the 
arrangement to an _ interest- 
free loan and concluded .. . “the mere 
making available of money does not re- 
sult in realized income to the payee or 
to a deduction to the payor.” From 1955 
until March 31, 1961 there was no au- 
thority for this conclusion except Rev. 
Rul. 55-713 itself, and the dicta in cases 
discussed earlier. 


insurance 


It seems wise to consider the authori- 
tative weight of such a ruling. 

Revenue rulings are declarative of the 
policies of the Service in the interpre- 
tation and application of substantive 
tax law.35 With respect to rulings pub- 
lished in the IRB, it is the general policy 
of the Service that taxpayers may rely 
upon such rulings in determining the 
rule applicable to 
actions. However, revenue officials and 


their own trans- 
others concerned are cautioned against 
reaching the same conclusions in other 
cases unless the facts and circumstances 
are substantially the same.’6 Further- 
more, they should consider the effect 
legislation, 
court decisions, and rulings. Rev. Rul. 
54-172 CB 1954-1, 394, which outlines 
ruling procedure, provides that: 


of subsequent regulations, 


“With respect to rulings published in 
the Internal Revenue Bulletin, it is the 
general policy of the Service that tax- 
payers may rely upon such rulings in 
determining the rule applicable to their 
own transactions and need not request a 
specific ruling applying the principles 
of the published ruling to the facts of 
the taxpayer’s particular case where 
otherwise applicable. See, however, .08 
of this section. In the event of revoca- 
tion or modification of a ruling pub- 
lished in the Internal Revenue Bulletin, 
it is the general practice of the Service 
to make such a revocation or modifica- 
tion prospective only.” 

This is a statement of policy and not 
law. The general rule is that no state- 
ment by the Service in any form other 
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than a closing agreement as provided 
under Section 7121 will, as a matter of 
law, be final and conclusive. A ruling 
found to be in error or no longer in ac- 
cord with the position of the Service 
may be revoked or modified. It is the 
general practice of the Service to make 
modification of a 
ruling published in the IRB prospec- 
tive only, but there is the ever present 


the revocation or 


danger of retroactive application. In the 
Club of Michigan37 the 
had to determine 
whether the retroactive application of 


Automobile 
Supreme Court 
the Commissioner was an abuse of dis- 
cretion. ‘““The petitioner argues that, in 
light of the 1934 and 1938 rulings, the 
Commissioner was equitably estopped 
from applying the revocation retroac- 
tively. This argument is without merit. 
The doctrine of equitable estoppel is 
not a bar to the correction by the Com- 
ae 


it is clear 


missioner of a mistake of law. . 
court went on to say, “ 
from the language of the section (then 
section 3791(b) of the 1939 Code, now 
section 7805(b) of the 1954 Code) and 
its legislative history that Congress there- 
by confirmed the authority of the Com- 
missioner to correct any ruling, regula- 
tion, or Treasury decision retroactively, 
but empowered him, in his discretion, 
to limit retroactive application to the 
extent necessary to avoid inequitable re- 
sults.”’38 

It is clear that so long as the only 
authority for the split-dollar idea was 
Rev. Rul. 55-713, the plans rested on 
foundations of dubious legal stability. 

In the 
has undertaken to tax the 


Dean case the Commissioner 
economic 
benefit derived from the interest free use 
of funds. This new approach of the 
Commissioner casts some doubt on 
whether his position has not changed 
as to the split-dollar arrangement of 
Rev. Rul. 55-713. Since 


advisor has been faced with the difficulty 


1955 the tax 


that tax-wise the split-dollar arrange- 
ment was lacking a strong legal founda- 
tion. Thus, this case may be welcomed 
as a sign that a sounder basis to advise 
the clients on the taxability of the split- 
dollar idea is here. w 





New decisions affecting individuals 


Value of refund feature in policy not 
subtracted in determining whether three 
year annuity exclusion rule applies. 
Taxpayer, a retired judge, was receiv- 
ing an annuity under a state retirement 


plan. His contribution had been $17,- 
000, his yearly pension $5,400, and the 
value of the refund feature of the plan 
$3,000. Taxpayer contended the 
three year exclusion rule of Section 


was 
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72(d) applied rather than the general 
annuity exclusion ratio. The Tax Court, 
while admitting that the taxpayer’s con- 
tention is not without merit, holds the 
ordinary rules apply. The value of the 
refund feature cannot be deducted from 
taxpayer’s cost to arrive at the amount 
to be recouped tax-free in three years. 
That is to be deducted only to deter- 
mine the annuitant’s “investment in the 
contract” under Section 72(b). Section 
72(d) does not use the quoted phrase 
but rather “consideration for the con- 
tract.” Searl, 35 TC No. 127. 


Part of alimony arrearage settlement 
nontaxable to wife; it was for release of 
future alimony payments. When her 
former husband was $1,940 in arrears in 
alimony payments, taxpayer reached a 
settlement with him whereby she re- 
ceived $2,200 and agreed to release him 
from any prospective alimony payments. 
The court applying the Cohan rule, 
makes an allocation of $1,400 as paid for 
arrearages which is thus taxable to tax- 
holds the balance of $800 
nontaxable as consideration for the re- 


payer, and 
pa} 


lease of future alimony 
Parker, TCM 1961-123. 


payments. 


Expenses of contesting alimony claims 
not deductible. The taxpayer and his 
1935 the 
wife was awarded alimony in accord- 


wife were divorced in and 
ance with the property settlement. In 
1949, the former wife filed suit against 
the taxpayer to enforce (1) a claim for 
damages based upon a money judgment 
entered in the original divorce proceed- 
ings; (2) a right to support and mainten- 
ance in accordance with the earlier prop- 
erty settlement; and (3) the payment of 
arrearages allegedly due under the final 
decree of divorce, together with inci- 
dental relief such as counsel fees, etc. 
The action of the former wife asserted 
only claims for pecuniary losses; and did 
not assert any right or interest in prop- 
erty held for the production of income. 
The taxpayer argued that his legal fees 
and court costs incurred in the defense 
of the action were deductible as neces- 
sary to protect property held for the 
production of income from the ultimate 
Since the wife 
asserted no claim or equitable right to 
property held for the production of in- 
come, the deduction is disallowed. 


O’Loughlin, DCN. J., 3/23/61. 


“threat of execution”. 


Legal fees in connection with property 
settlement allowed. The taxpayer sued 
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for divorce. Extended negotiations were 
carried on by the attorneys for both 
parties, culminating in a_ property 
settlement. The divorce was not con- 
tested, but extremely complex and com- 
plicated problems arose in regard to the 
property settlement. The taxpayer 
owned 28% of the stock of a publishing 
company which was his principal means 
of support. The taxpayer’s wife also 
28%, and his eldest son, 9%, 
with the balance being held in trust for 
the use and benefit of the children. The 
only other income-producing property 
was a building occupied mainly by the 
publishing company. The wife’s attor- 
neys interviewed prospective purchasers 
of the publishing company and there 
was a substantial possibility that control 
of the publishing company would be 
sold and the income-producing real 
estate partitioned and/or sold. The dis- 
trict court allocated the legal fees be- 
tween the divorce proceeding and the 
property settlement and permitted the 
taxpayer a deduction for the attorney's 
fees paid for legal services rendered 
solely in connection with the property 
settlement. In the appeal, the Govern- 
ment argued that the legal fees paid in 
connection with the divorce proceeding, 
accompanied by a property settlement, 
were incurred in relation to the dissolu- 
tion of a personal family relationship 
and were not deductible. In line with 
decisions by the 8th, 6th, and 5th Cir- 
cuits and the Court of Claims, this court 
holds that the legal fees attributable to 
settlement 
pended to resist a liability, but were 
spent to find a manner in which the 
liability could be met without depriv- 
ing the taxpayer of his income and in- 
come-producing property. Citing the 
5th Circuit’s Owens case, 273 F.2d, 251, 
the fact that the payment was in part 
made to the wife’s attorneys did not 
determinative force. Thus, 
this court holds that a substantial por- 
tion of the legal fees which was paid by 
the taxpayer for the protection and con- 
servation of his income-producing prop- 
erty, was properly deductible as claimed. 
Patrick, CA4, 3/27/61. 


owned 


a property were not ex- 


have any 


Retroactive amendment of court divorce 
decree not binding for tax purposes. 
Taxpayer executed a separation agree- 
ment which called for weekly payments 
to his wife until the children reached 21. 
The divorce decree labelled these pay- 
ments as for the support and mainten- 
ance of the children. The husband de- 


ducted these amounts and the wife re- 


ported them in her gross income. When 
told by the Revenue Agent that child 
support payments could not be deduct- 
ible as alimony, taxpayer, joined by his 
wife, petitioned the court for a nunc 
pro tunc order specifying the payments 
as alimony. This was granted on the 
basis of mutual mistake of fact by the 
parties. The Tax Court holds that the 
state court’s retroactive decision is not 
binding for Federal tax purposes. This 
is not a case where the amendment cor- 
rects an error made by the court. The 
fact that the wife reported the payments 
in her income is not controlling. Segal, 
36 TC No. 13. 


Separation was justified but not decreed; 
husband isn’t head of household. The 
court finds that taxpayer was married 
and not legally separated; therefore he 
cannot qualify as head of household. 
His wife had brought suit for a legal 
separation; it was denied on the ground 
that the husband was justified in leaving 
her. However the husband had not him- 
self sought a legal separation. Hence he 
cannot qualify as head of household. 
Wesemann, 35 TC No. 122. 


Reimbursed expenses to executive offi- 
cer deemed personal expenses in part. 
Taxpayer was president of Gray Manu- 
facturing, a publicly held corporation. 
He expended $36,000 over a three year 
period for travel, entertainment, tele- 
phone, and club dues for which he was 
fully reimbursed. The Commissioner 
determined that $20,000 of 
penditures (entertainment, 

club dues, and charges) were of a per- 
sonal nature and should have been re- 
ported as income. The IRS allowed only 


such. ex- 


expenses incurred away from the main 
manufacturing plant of the company, 
the city of taxpayer’s residence. The 
court finds that a substantial part of the 
disallowed expenses were ordinary and 
necessary and, applying the Cohan rule, 
it holds that only $10,000 is to be added 
back to income. Ditmars, TCM 1961- 
105. 


~ 


telephone, 
' 


~- 


; 
Broker can’t deduct cost of settling 


charge of malfeasance as trustee. ‘Tax- 
payer was a manager of a stock broker- 
age firm and also a member of certain 
stock purchase syndicates. As son-in-law 
of the sole surviving trustee of a sub- 
stantial trust, which trust was the larg- 
est and most important account in tax- 


payer's office, she was accused by a suc 


~ 
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cessor trustee of carrying on the powers 
and duties of a defacto trustee for his 
own gain and enrichment and benefiting 
personally to a substantial degree. Liti- 
gation expenses totalling $16,000, and a 
compromise payment of $50,000 made 
by taxpayer to settle all claims against 
him are held not deductible as either a 
business expense, a loss incurred in a 
trade or a business, or as an expense re- 
lating to an income producing activity. 
He was not actually a trustee; the settle- 
ment was made for essentially personal 
reasons because of the charges of bad 
faith and undue 
TCM 1961-105. 


influence. Ditmars, 


Teacher’s European trip fully deduct- 
ible. In answer to specific interroga- 
tories and based upon the instructions 
of the court, the jury finds that the tax- 
payer's European trip was undertaken 
primarily for the purpose of maintain- 
ing or improving skills required by her 
in her employment as a teacher, rather 
than for her pleasure or to satisfy her 
educational and 
finds that 


general aspirations, 


further none of the sum 
claimed by the taxpayer as a deduction 
on her income tax return was expended 
for her personal activities. Smith, DC 


Fla., 2/21/61. 


Store owner, with outside job, can’t de- 
duct expenses of accident enroute be- 
tween them. Taxpayer a full time em- 
ployee of a mill was also a 50% owner 
of a store. While travelling by car from 
the job to the store he had an accident 
and was forced to pay about $12,000 in 
legal expenses and damages. The court 
holds these are not deductible business 
expenses. The transportation had noth- 
ing to do with either business. Freed- 
man, 35 TC No. 124. 


school 
Taxpayer taught 
school one year under a nonrenewable 
elementary emergency certificate. The 
next year she was rehired, but on the 


deduct 
course to keep post. 


Teacher can summer 


express condition that she attend sum- 
mer school so as to qualify for a second 
certificate. In 
undertaking the additional education, 


elementary emergency 
taxpayer selected courses which would 
also assist her in eventually securing 
permanent certification. The tax court 
holds the educational expenses deduct- 


ible. That the courses also served to 


assist taxpayer in eventually getting a 
permanent certificate did not alter the 
fact that the summer school courses were 


required to maintain the status and em- 
ployment she enjoyed as a teacher under 
an emergency certificate. Johnson, TCM 
1961-119. 


95% of officer’s travel allowed corpora- 
tion; balance a constructive dividend. 
Of the total amount of travel expenses 
claimed by a corporation as incurred 
by or for its president and 50% stock- 
holder, the court allows 95% as a proper 
deduction. The corporation manufac- 
tured women’s sportswear in the Boston 
area; its president traveled extensively 
buying fabrics in New York City and 
selling throughout the New England 
area. held to 
since 


The 5% disailowed is 
constitute dividend tax- 
payer admitted that he charged to travel 
expense an occasional movie, and also 


income 


that on some trips he did a small amount 
of selling for another noncompetitive 
company. The 
claimed on his personal return enter- 
taining expenses of $287.50 and $390 
for two years. The only proof that these 


stockholder-officer also 


expenditures were made was taxpayer's 
testimony about his practice of enter- 
taining business guests and their fam- 
ilies when they were visiting in Boston. 
Applying the Cohan rule the court 
allows $100 of the claimed deductions 
for entertainment expenses in each 
year. Clarke Fashions, Inc., TCM 1961- 
121. 


Loss or foreclosure sale resulting from 
fraud is not theft. Taxpayer claimed a 
casualty loss as a result of a mortgage 
foreclosure and sale resulting from an 
alleged fraud perpetrated upon him. 
The court notes that for tax purposes, 
whether a theft loss has been sustained 
depends upon the law of the jurisdic- 
tion wherein the particular loss oc- 
curred. Since taxpayer failed to prove 
theft by fraud, the deduction is denied. 
Zaccaria, TCM 1961-102. 


Tax Court allows a $13,000 casualty 
loss for damage to garden. |Acquies- 
cence| Taxpayer's residence in Seattle, 
Washington, included an elaborate gar- 
den developed over a period of 25 years 
at a cost of $50,000 to $60,000. In 1955, 
following an unseasonably hot and dry 
summer, a sudden and usual November 
freeze losting six to eight days caused 
considerable damage to trees, plants, 
and shrubs. Taxpayer’s cost of restoring 
his garden to its prior condition would 
exceeded $21,000. 
tually spent about $10,000 removing 


have Taxpayer ac- 
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destroyed trees and plants and purchas- 
ing and planting new ones. Taxpayer 
claimed a loss of $17,500, but the Com- 
missioner sought to limit the deduction 
to $9,500. Applying the rule that the 
deductible loss is the difference between 
the value of the property immediately 
before and after the casualty, the Tax 
Court allowed a deduction of $13,125. 
Graham, 35 TC No. 35, acq. IRB 1961- 
17. 


Storm destroyed home before title pas- 
sage; buyer has casualty loss of de- 
posit, etc. The taxpayers had agreed to 
purchase a residence under a contract of 
sale providing for a payment of a $100 
deposit and the remainder of the pur- 
chase price of $29,000 to be paid at the 
time of the conveyance. Under the con- 
tract, the purchaser was to bear the risk 
of loss of the property prior to actual 
passing of the title, but the seller was to 
keep the premises insured. Shortly after 
the contract and before the closing, the 
property suffered extensive damages by 
reason of a The taxpayers 
paid the seller $2,500 to be released 


hurricane. 


from the contract. The seller collected 
the insurance proceeds. The taxpayers 
are allowed a casualty loss deduction of 
$2,600, the $100 deposit and the $2,500 
paid to be released from the contract. 
The Government argued that the seller's 
failure to procure insurance to cover all 
possible 


damage to property was a 


breach of the agreement to “insure”, 


which gave the taxpayers a cause of 
action against the seller to recover for 
the uninsured loss. The evidence was, 
however, that this type of insurance was 
not within the contemplation of the 
The 
argued that the loss should be limited 


contract. Government further 
to taxpayer’s basis in the property at 
the time of loss, i.e., his deposit of $100. 
The court recognizes the general rule 
that a taxpayer is not permitted a Cas- 
ualty loss deduction in excess of this 
basis in the property, but says that this 
realistically applied 
taxpayer is not the 


rule cannot be 


where the legal 
owner of the property and has paid no 
substantial part of the purchase price. 
Accordingly, the court rules that tax- 
payers who bear the risk of loss but do 
not own the property are permitted a 
casualty loss deduction in the amount of 
actual out-of-pocket loss. Collins, DC 
Mass., 4/10/61. 


Travel to work, even for person on call 
24 hours a day, not deductible. Tax- 
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payer was an electrocardiograph techni- 
cian on emergency duty at a hospital in 
the same city in which she lived. For cer- 
tain periods she had to be on cali 24 
not re- 


hours a day. 


imbursed for her automobile expenses in 


Taxpayer was 


getting to the hospital and deducted 
them as transportation expenses. The 
deduction. 
expenses in getting from one’s home to 


court disallows the Travel 


place of business are not deductible as 


ordinary and business ex- 


penses. The fact that taxpayer did not 


necessary 


always travel from her home, but came 
from wherever she was reached, is im- 
material. Marot, 36 TC No. 23. 


Sight insurance policy is health insur- 
ance; premiums are deductible. The tax- 
payer purchased (and paid premiums 
on) an insurance policy covering the 
total permanent loss of eye-sight of the 
right eye of his son. This court holds 
that the policy procured by the taxpayer 
on his son is a health and accident in- 
surance policy within the meaning of 
213 of 


premiums 


the Code and that the 


the 


Section 


paid thereon tax- 
payer are fully 


DC Tex., 4/4/61. 


by 


deductible. Donovan, 


*Lawyer can’t deduct special tax courses 
taken to enter partnership. Taxpayer, 
an attorney, was in private practice for 
a short time and then took a salaried 
legal position with the state. He agreed 
to form a partnership with two other 
lawyers and was chosen by them to at- 
School of Law of New York 
University and take graduate courses in 
had 


tend the 


taxation. Tax law not been an 
exclusive specialty of his practice. Tax- 
payer deducted these educational ex- 
penses on the theory that they were 
made primarily for the purpose of im- 
proving his professional skill. The Tax 
Court disallows the deduction. Tax- 
payer attended these courses primarily 
for the purpose of becoming a partner 
in the firm, which was a new position 
for him although he remained in the 


same profession. Booth, 35 TC No. 119. 


Maximum per diem rates for foreign 
travel revised. The IRS regulations gen- 
erally provide that an employee who is 
required to account (and does account) 
to his employer for his business ex- 
penses need not report the reimbursed 


expenses on his return. In Rev. Rul. 58- 
453, (1958-2 CB67) the IRS ruled an “ac- 
if an 
employee is paid by his employer a fixed 


counting” will be deemed made 
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mileage or per diem allowance at rates 
not in excess of 125 per cent of the 
rates authorized by the U. S. The IRS 
has now revised certain maximum per 
diem rates for travelers beyond the 
limits of the continental U. S. Rev. Rul. 


58-453, Supplement IX. 


*Tuition to school for handicapped de- 
ductible. The taxpayer’s son suffered 
from deafness preventing his obtaining 
a normal education in public schools. At 
the suggestion of the son’s doctor, the 
son was enrolled in a private school 
offering individual attention and the 
opportunity for lip-reading. This court 
holds that the tuition paid to the pri- 
vate school is deductible as a medical 
expense under Section 213 of the Code. 
Donovan, DC Tex., 4/4/61. 


Payment of moving costs by employer 
is taxable income. Taxpayer moved his 
family to Seattle, Washington to take a 
new position with Boeing Airplane Com- 
pany there. The company paid his mov- 
ing expenses by payment directly to the 
mover. The court holds, following 
Woodall (255 F.2d 370) that the pay- 
ment of the expenses is income to tax- 
payer and that he does not get a cor- 
responding deduction because the mov- 
ing expenses were personal expenses. 
Hedberg, DC Wash., 3/10/61. 


Fulbrights for study and research are 
excludable scholarships: Grants for 
teaching-lecturing constitute income. 
The IRS has announced rules governing 
the taxability of amounts received by 
U. S. citizens for pursuing studies, en- 
gaging in research, or lecturing-teaching 
in foreign institutions pursuant to a 
grant under the Fulbright Act or U. S. 
Information and Educational Exchange 
Act. The IRS rules that 
ceived by those who study or perform 


amounts re- 


research activities are scholarships and 
are generally excludable from gross in- 
come. The grants, made for the train- 
ing and education of the individual, 
contain no obligation to render services. 
The exclusion for recipients not candi- 
dates for degrees is limited to $300 per 
the 


amounts were received during the tax- 


month times number of months 


able year, with an overall limitation of 
36 But 
lecturing or teaching abroad represent 


months. amounts received for 
compensation for services and are in- 
cludible in gross income. They are not 
paid to enable the recipients to pursue 
studies are research. Rev. Rul. 61-65. 





*IRS adheres to foreseeability test for 
“away from home” deductions. The IRS 
announces that it will not follow the 


Ninth Circuit's opinion in Harvey (283 
F.2d 491 (reversing 32 TC 1368)). At 
issue was the deductibility of traveling 
(including meals and lodging) expenses 
while away from home by an employee 
transferred (for an uncertain period of 
time) to a new post where he remained 
over a year. The IRS position is that a 
taxpayer's principal place of business 
constitutes his tax “home’’; but if one’s 
employment is temporary, and not in- 
definite, he is “away from home.” In 
distinguishing between temporary-.and 
indefinite, the test according to the IRS 
and Tax Court 
time the new employment commenced 


was whether at the 


its termination was foreseeable within a 
fixed or reasonably short period. The 
Ninth Circuit, in reversal, rejected this 
and held that the test should be whether 
there is a reasonable probability known 
to the taxpayer that he may be employed 
for a long period of time at his new 
post. TIR No. 314. 


State legislator may deduct travel ex- 
penses in attending legislative sessions. 
The IRS announces modification of 
1.T. 3842, 1947-1 CB 11, regarding the 
deductibility of travel and transporta- 
tion incurred by a member of a state 
legislature whose duties as such consti- 
tute his only trade or business. The gen- 
eral rule is that travel expenses are de- 
ductible if they are incurred while away 
from home. “Home” is defined as the 
taxpayer’s principal place of business. 
The IRS holds that a state legislator 
who is not required to spend most of his 
time at the state capital either because 
the legislative sessions are short, or the 
like, has as his tax home and principal 
place of business the area which he 
represents. Thus, the legislator may de- 
duct traveling expenses (including meals 
and lodging) while on overnight trips 
incident to of 
the capital. If, on the other hand, the 


attendance sessions at 
legislator spends most of the year at the 
capital, this will be deemed his principal 
post. Only traveling expenses incurred 
and attributable to him on overnight 
business trips to the representative area 
are deductible, even though a family 
residence is maintained there. In case 
the legislator has two posts of duty, he 
may deduct transportation costs for trips 
made between such locations for busi- 
ness reasons, whether or not they are 
overnight trips. Rev. Rul. 61-67. 
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* 


Berckmans opens deceptively attractive 


vistas for compensating underwriters 


by RICHARD M. MEYER 


Can an underwriter, buying some of the stock that is to be publicly issued at a 


time long before the deal has jelled and while the stock value is low, realize no 


income on the purchase and take a capital gain when he sells out? Mr. Meyer 


examines this possibility in the light of the recent Tax Court Berckmans decision 


and concludes that the Commissioner has some formidable methods of blocking 


such an attempt. 


ee employees with stock 
of the employer is common and 
increasingly popular among immediate 
participants.1 It conserves the cash of 
the employer and gives the employee an 
equity interest in the company. This 
kind of compensation also has been pop- 
ular among underwriters as payment 
for their services, and in the case of the 
smaller offerings has become a_ wide- 
spread practice.1a As with employees, one 
of the chief lures is the opportunity 
to defer receipt of income and to take 
it, when it is realized, as capital gain. 

The basic principles involved are the 
rules that receipt of property is taxable 
income to the same extent as the re- 
ceipt of cash? and that a bargain pur- 
chase is taxable to the extent that the 
value of the stock received exceeds pay- 
ment for it. Thus there will be no tax 
unless the stock was given for services 
(i.e. was in fact compensatory) and the 
value is greater than the payment for 
it. 

Recently the Tax Court was asked 
to apply these two principles in a case 
involving an employee. However since 
the somewhat unusual situation in which 
that particular employee found himself 
was quite similar to the position of an 
underwriter, the case, Berckmans,’ will 
be of particular interest to tax counsel 
for underwriters as well as to tax men 
concerned with employee compensation 
problems generally. 


Berckmans facts 


lhe assets of two going concerns were 


purchased by a_ third corporation, 
formed for the purpose. The purchase 
price was paid in cash, raised partly by 
loans but principally by a public offer- 
ing of securities of the third corpora- 
tion, underwritten by an investment 
banking firm. Approximately six and 
one half weeks prior to the effective 
date of the offering, the underwriter 
and the taxpayer, a key employee of 
one of the old corporations and ap- 
parently the head of management in the 
successor corporation, purchased from 
the new corporation 60,000 shares of its 
common stock at $1 per share. 500,000 
additional shares were offered to the 
public at $9.50 a share. The offering 
was oversubscribed and the closing oc- 
curred three days later; the market price 
of the stock following the offering does 
not appear. 

The Commissioner initially atributed 
ordinary income of $8.50 a share to 
Mr. Berckmans, claiming that a com- 
pensatory bargain purchase had taken 
place and that $8.50 represented the 
difference between the cost and the fair 
market value of the purchased stock. 
Presumably due to the testimony of the 
Government's expert, the Commissioner 
subsequently reduced his claim to $6.00 
per share. 

The reached the 
issue of whether a compensatory bargain 
purchase had occurred. It found that, 
due to a number of unresolved contin- 
gencies upon which the occurrence of 
the underwritten offering depended, the 
value of the stock at the date of the 


Tax Court never 
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taxpayer's purchase was not more than 
$1 per share. Thus, the taxpayer realized 
no income and it was unnecessary to 
determine whether or not the purchase 
was compensatory.4@ 


Application to underwriters 

Although 
ployee, the case is likely to have as 
much if not more significance in the 
expanding area of underwriters’ security 
compensation. Most of the contingencies 
relied upon by the court exist in the 
typical The 
several of those 
factors is, therefore, deserving of com- 
ment. 


Berckmans was an em- 


underwriting 
treatment of 


situation.5 
court’s 


The opinion states that the taxpayer's 
purchase of stock was bona fide and 
was at arm’s length. It does not appear 
who the directors of the corporation 
were at the time of the purchase, but it 
is difficult to imagine that at that time 
they were not controlled by the em- 
ployee and the underwriters, who, by 
virtue of the purchase, became the sole 
(and first) stockholders. Indeed, the 
court points out that four days prior 
to the purchase the taxpayer “arranged” 
for a change in the corporation’s capital 
structure to increase its authorized cap- 
ital stock to 600,000 shares. In another 
case, finding that a purchase was not 
truly at arm’s length might go far to- 
wards convincing a court that there was 
built-in compensation in the purchase.® 

The possibility that the $60,000 in- 
vested by the two purchasers might have 
been eaten up by expenses if the deal 
fell through was undoubtedly an im- 
portant consideration to the court. One 
can well imagine an arrangement like 
Berckmans except that either or both 
of the predecessor corporations agree to 
pay all the incident to the 
transactions; one can speculate as to 


expenses 


the effect this would have on the tax- 
ability of the purchase. In such a situ- 


1 See Fleischer and Meyer, Tax Treatment of Se- 
curities Compensation: Problems of Underwriters, 
16 Tax L. Rev. 119, n. 2 (1960). One aspect of the 
trend, executive stock options, has engendered 
heated protests of recentiy increased magnitude 
by minority shareholders and by legislators. 

1a See Fleischer and Meyer, Id. 

2 Schultz, 17 TC 695 (1951); Schneider, 3 BTA 920 
(1926); Conlen, 1 BTA 472 (1925); Bastedo, Taz- 
ing Employees on Stock “Purchases,”’ 41 CoLuM. 
L. Rev. 239 (1941). 

8 Reg. Section 1.61-2(d) (2) (1957). 

4TCM 1961-100 (1961). 

4a The Court ruled on Trust Co. of Georgia, 25 F. 
2d 997, aff’d 2% F. 2d 767, and Eaton, 70 F.2d 449, 
Cf., Lynch, 29 TC 1174 (1958), and F. G. Inc., 47 
F.2d 541 (7th Cir. 1931). 

5 One unusual factor was the necessity for the 
passage of legislation. Another feature was the 
merging of two corporations. But virtually every 














20 *¢ The Journal of Taxation «+ 
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& Herzberg.) 





ation, of course, there would be vir- 
tually no risk on the purchasers.? Where, 
however, the full $1 per share would 
be lost in the event of failure, as con- 
trasted to an anticipated increase in 
value to $9.50 in the event of success, a 
finding that the stock when purchased 
was worth no more than $1 per share 
finding that the 


chances of success were not better than, 


is tantamount to a 


roughly, 1 out of 9. 


Prepositioning shells 


Underwriters with enterprising tax 


counsel may see in Berckmans a grand 
opportunity for converting ordinary in- 
come into postponed capital gain. Why 
not create two or three corporate shells, 
investing a nominal amount of cash, and 
them the shelf until occasion 


put on 


for their use arises? The shells can be 
used for any underwriting; there need 
not be a consolidation of two or more 
corporations. The shell will simply ac- 
quire the corporation seeking financing. 
Appropriate adjustments in the capital 
structure can be made, if necessary, to 
achieve the desired results, and if an 
ownership group desires to retain an in- 
terest, as is common, they can be paid 
with stock in the shell. The old corpora- 
tion may even consent to adoption of 
its name by the shell. At the time of the 
original purchase of shell stock the sub- 
sequent underwriting is unknown. 

It seems rather doubtful that either the 
courts or the Conimissioner would sanc- 
ol 


exists 


tion the use this device. Analogous 


authority for treating dormant 


corporations as non-existent in the cases 


underwriting is bound to have some unusual com- 
plicating factors similar to these. 

8 Cf. Lynch, 29 TC 1174 (1958). 

7If the underwriting failed to go through, the 
stockholders could dissolve the corporation and re- 
cover their investment. 

8 E.g., Wier Long Leaf Lumber Co., 173 F.2d 549, 
553 (5th Cir., 1949); ABC Brewing Corp., 20 TC 
515, 526-27 (1953). But see Rev. Rul. 60-50, 1960-1 
Cum. Bull. 150 (reactivation of de facto liquidated 
of 
recognition provisions of Section 337; i.e., the cor- 


corporation results in non-application non- 
poration is not regarded as completely liquidated 
although without the reactivation it would be). 
*19 TCM 1035 (1960). 

> 21 TC 165 (1953), aff’d 224 F.2d 412 (9th Cir., 
1955). 

| This is not to say that the considerations deter- 
mining whether a bargain purchase has occurred 
are unrelated to considerations bearing upon val- 
ue. Indeed, Berckmans illustrates, perhaps unin- 
tentionally, that in many situations many factors 
are common to both questions. 


12 Although in Berckmans the court stated that 


July 1961 


disallowing excess profits tax credit 
carry-backs to corporations which have 
discontinued business.8 If the 
analogy were adopted the shell could be 
regarded as being formed, and the initial 
stock thereof purchased, as of the time 
that it became activated. 

Undoubtedly other theories or analo- 
gies could be applied to the transaction. 


active 


For example, in Katz,® taxpayers who 
formed corporations which developed 
and then sold the 
porate stock were held to have sold an 
asset, the stock, which was held primar- 
ily for sale to customers rather than a 
capital asset. And, in a similar situation 


luncheonettes cor- 


in Jacobs,!° the court pierced the cor- 
porate veil to treat the sale of corporate 
real estate as a sale by the taxpayer. 
Reading the two cases together a court 
might hold that the shell stock was held 
for sale to customers, and that so much 
of the profits therefrom as: are repre- 
sented by the underwriter’s retained in- 
terest in the corporation are attributable 
to him. 


Was there a bargaian purchase? 

These approaches to the problem in- 
dicate, perhaps, that the primary ques- 
tion in this type of situation is whethe1 
a compensatory bargain purchase has 
occurred, and that the question of valu- 
be reached, if 
only after the primary issue has been 
resolved.11 And foremost among the fac- 
tors bearing upon the determination of 


ation should necessary, 


whether a purchase is compensatory, it 
would seem, is the genuineness of the 
investment. Is there a risk of loss in- 
volved, and what is its extent in relation 
to the probabilities of gain?!2 Does the 
corporation have a present need for the 
purchaser’s cash?!8 What is the pur- 
chaser’s relation to the corporation? And 
the by the shell the 
amount invested, it does not appear that the ex- 
penses were immediately incurred. Thus, undoubt- 
edly, there were opportunities to limit losses by 
dropping the venture prior to its final stages. And 


expenses borne exceeded 


as the accrued expenses increased, the success of 
the project undoubtedly became more probable. 
Neither of these 
straight line or smooth curve, of course. It could 


progressions is necessarily a 
be very significant, for example, if the bulk of the 
expenses were incurred at an early stage when 
success was in doubt or at a late stage when suc- 
cess was virtually assured, or more, an accom- 
plished fact. 

18 In Berckmans the purchasers’ checks were not 
deposited until two weeks after the date of pur- 
chase. 

14 Under such an approach only the successful 
venture would be taxed. No bargain purchase 
could be found where the venture uitimately failed. 
And consistency would suggest allowance of an 
ordinary deduction where failure resulted in a loss 
of investment. 

15 Cf. Smith, 324 U.S. 177 (1945). 


is the type of risk assumed, where there 
is risk, such as is ordinary to the usual 
business of the purchaser rather than 
that incident to the business prospects 
of the corporation? 
Determination of these 
should go far in resolving whether a 
bargain purchase has taken place. More- 
over, it should also cast a good deal of 
light on the valuation question, assum- 
ing that determination of this latter 
question is rendered necessary by a 
finding that a bargain purchase has 
been consummated. It would seem that 
once a bargain purchase is found to ex- 
ist, the value of the stock reasonably 
ought to be assessed at closer to the 
ultimate market value than the purchase 
price. Indeed, if a Katz-Jacobs type of 
approach is utilized, the point of valu- 
ation does not arrive, in effect, until the 


questions 


completion of the transaction when the 
stock actually achieves a public market. 
In other words, the transaction 
gives rise to ordinary income, it does 
not matter under that approach that 
there was a possibility that it would 


since 


not succeed.14 

In the case of the typical underwriter, 
the circumstances surrounding the com- 
pensation, where the purchase is found 
to be strongly suggest 
that the compensatory stock be valued 
as of the completion of the transaction. 
The underwriter is largely responsible 
for the success of the underwriting ven- 


compensatory, 


ture. He is being paid for overcoming 
the obstacles to a public financing. The 
magnitude of those obstacles reflects the 
value of his efforts and therefore the 
size of his compensation; that magnitude 
should not be utilized to minimize his 
taxable compensation by reducing the 
tax valuation of his stock. Valuing the 
stock at the completion of the transac- 
tion avoids this pitfall and taxes the 
underwriter upon the compensated value 


of his services.15 





Executive has ordinary income in bar- 


gain purchase of company’s stock. ‘Tax- 
payer was employed (at a salary of about 
$40,000 a year) by a corporation in 
which he held no stock. In January of 
1953 it passed a director’s resolution 
authorizing the treasurer to sell to the 
taxpayer 300 of its shares of Treasury 
stock at $28. The 
May, taxpayer accepted and the trans- 


offer was made in 
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action was completed the same day. The 
court says that the market value of the 
stock that day was over $31.63. It finds 
that the $1,087 total difference was ordi- 
nary income. Carter, 36 TC No. 10. 


Plan qualifies despite elimination and 
refund of employees’ contributions. An 
employer had a qualified contributory 
pension plan. The plan was amended to 
make it non-contributory and to pro- 
vide for the return of the employees’ 
contributions. The employer did not as- 
sume the liability for costs previously 
funded by employee contributions. The 
amendment did not affect employee par- 
ticipation in the plan. The IRS rules 
that the plan still qualifies under Sec- 
tion 401 unless the amendment results 
in the discrimination in favor of officers, 
shareholders, or other highly ‘compen- 
sated employees. Rev. Rul. 61-79. 


rules. A 
considered 
criminatory if it provides higher bene- 


IRS issues 


pension 


new integration 


plan is not dis- 
fits for higher aid employees to compen- 
sate for the relatively more valuable 
social security rights applicable to lower 
income. The IRS has established elabo- 
rate rules to cover what is allowable 
integration with social security. It now 
isues a revised ruling restating the inte- 
gration rules in terms of the Social Se- 
curity Act as amended through 1958, 


Rev. Rul. 61-75. 


*Lease of machinery by pension trust 
taxable as unrelated trade or business. 
laxpayer, an exempt pension trust, at 
the suggestion of the employer pur- 
chased certain equipment needed by the 
company and leased it to the company 
for 10 years at declining annual rentals. 
rhe employer had an option to extend 
the lease for five year periods and an 
option to purchase the machinery at a 
formula price. The trust’s only activity 
was to collect the rent. The Tax Court 
holds the rental income is taxable as un- 
related The 
rental from real 


trade or business income. 


statutory exclusion of 


property (including personal property 
thereon) does not cover rent income 
from personal property alone. Further, 
lease constitutes a 
It’s not 


fomparable to an investment in securi- 


taxpayer's single 


trade or business. venture is 


ties. The machines will produce no in- 
come unless used, rented, or sold. The 


513(a)(1), 
fade or business in which substantially 


exclusion in Section for a 


U ° > . 
all the work is performed for the or- 


I 


ganization without compensation appli- 
cable. Cooper Tire & Rubber Co. Fund, 
36 TC No| 5. [We will publish an an- 
alysis of this decision next month.—Ed.] 


Disability retirement pay doesn’t become 
taxable at voluntary retirement age. 
Taxpayer had been retired by his em- 
ployer due to disability. When such 
pensioners reach retirement age the pay- 
ments are treated like ordinary pen- 
sions. The Regulations provide that re- 
tirement age is the lowest age at which 
the employee should retire at full pay, 
if that corresponds with the employer's 
practice and is reasonable. The IRS 
asserted that at 60 taxpayer could have 
retired. The court finds that although 
there was no penalty as such for early 
retirement, benefits were based on pay 
at retirement and number of years of 
service and pensions awarded at 60 were 
lower than at 65 and few employees 
elected early retirement. The court holds 
that 60 was not taxpayer's normal re- 
tirement date and the payments after 
60 are to be treated as sick pay. Winter, 
$6 TC No. 2. 


Sick pay exclusion denied during sab- 
batical. A New York City public school 
teacher was granted a sabbatical leave 
on 12/28/53 for a six month period 
commencing February 1, 1954 “for the 
purpose of health’. Because of lack of 
proof that taxpayer was unable to teach 
on account of sickness during the period 
in question, or if so, whether such sick- 
ness extended over the full period, the 
court denies a sick pay exclusion for the 
wages received during the period of 
leave. Nicoll, TCM 1961-111. 


*Unions can appeal denial of deducti- 
bility of contributions to it. The IRS 
regulations prohibit deductions to labor 
unions, or the like, where the contribu- 
tion was used for the promotion or de- 
feat of legislation, or for lobbying. The 
same prohibition applies where a sub- 
stantial part of a particular union’s ac- 
tivities was in this field. Previously a 
union could not appeal a District Di- 
rector’s or Tax Ruling Division’s deci- 
sion; the contributor had administrative 
appeal remedies, but he was burdened 
the 
records. 


by unavailability of the union’s 
The IRS has now decided 
treat the union as the taxpayer solely 
for the purpose of affording it appellate 
rights normally given to taxpayers, up 
through the stage of the regional Appel- 
late Division. Rev. Proc. 61-10. 


to 
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inventory practice 


foreseen; consistency is best defense 


by NICHOLAS T. DeLEOLEOS 


The Treasury is making it clear that inventories are going to be more closely 


scrutinized, and, Mr. DeLeoleos believes, this means not only obviously inaccurate 


ones but also inventories computed using technically unacceptable methods that 


the Treasury has been accepting for years. Whether the taxpayer faces major 


trouble or not depends to a large extent on the interpretation of the important 


word “method” in Section 481; it holds the key to a@ relatively easy change to 


acceptable systems. 


Niteaide IN connection with LiFo, in- 
ventory valuation matters have not 
been in recent years a subject of great 
concern for most tax practitioners. In 
early years of Federal income taxation, 
Field 
amined inventories thoroughly. At that 


however, Agents commonly ex- 
time many taxpayers took no account 
of inventories, and a large number of 
those who did employed methods and 
procedures obviously inadequate for the 
determination of taxable income under 
minimum standards of acceptability. 
With the 
courts, the Treasury succeeded in estab- 


occasional assistance from 


most on methods 
the 


Treasury’s view, were consistently ap- 


lishing taxpayers 


which, if not wholly correct in 
plied. 

Consistency of method has been the 
by-word for decades and attempts by 
the Commissioner to correct practices 
he considered erroneous have often been 
rebuffed by the courts. The courts have 
that if a 
cedure is to be used in determining the 


frequently stated new pro- 
closing inventory of a year, the begin- 
ning inventory must be determined on 
the same basis in order to avoid the dis- 
tortion of taxable income in the year of 
change. Faced with the prospect of 
never reaching the revenues represented 
by understatements of inventory as of 
the end of a year closed to assessment 


of deficiencies by the statute of limita- 


tions, the Commissioner permitted his 
Field Agents to follow a “hands off” 
policy. In a typical examination, the 
Field 
himself that the taxpayer’s valuation 
methods were consistently applied. De- 


Agent would ordinarily assure 


duction of aribitrary reserves or ap- 
preciable deviation from normal pro- 
cedures would usually be challenged— 
but little else. 


New IRS policy 

There is every indication that inven- 
tories will no longer be largely ignored. 
President Kennedy’s April 20, 1961, mes- 
sage to Congress proposing tax law 
changes, stated respecting inventories: 

“It is increasingly apparent that the 
manipulation of inventories has become 
a frequent method of avoiding taxes. 
Current laws and regulations generally 
permit the use of inventory methods 
which are acceptable in recognized ac- 
counting practice. Deviations from these 
methods, which are not always easy to 
detect during examinations of tax re- 
turns, can often lead to complete non- 
payment of taxes until the inventories 
are liquidated; and, for some taxpayers, 
this represents permanent tax reduction. 
The understating of the valuation of 
inventories is the device most frequently 
used. 

“I have directed the Internal Revenue 
Service to give increasing attention to 








this area of tax avoidance, through a_ | tent 
stepped-up emphasis on both the veri- | met 
fication of the amounts reported as | and 
inventories and an examination of meth- %, 
ods used in arriving at their reported |is 0 
valuation.” rath 

In hearings before the Committee on f[ cedt 
Ways and Means, House of Representa- f vent 
tives, on May 3, 1961, Secretary of the [0 a 


Treasury Dillon provided a detailed ex- A 





planation of the President's recommen- f take 
dations. The following comments are } of tl 
of special interest: of T 
“Understatement of the ending in- | pear 
ventory may be accomplished by manip- | “a! 
ulation of the Code provision permit- | eal 
ting inventories to be valued at cost or § State 
market, whichever is lower. The use of [ vein. 
very low market value, of course, re- | S°¢m 
duces the amount of the ending inven- that 
tory, thereby reducing taxable income. / nt 
In addition, the amount of the ending | Vent 
inventory may be understated by not consi 
including therein a proper count of all Coun 
| costs 


inventory items. ( 
“In order to assist in correcting abuses )mark 
in the inventory area, taxpayers might tha 
be required to report in the tax return 
the cost of the closing inventory before Ne 
any reductions to market. The taxpayer such 
would then seperately state the amount |Y€"t 
of any inventory valuation deduction. If and 
market values are used for any items Pc 
of inventory, the taxpayer would be |"*% | 
required to explain on what basis the 
market value was determined and _ the 
relationship of recent purchases and}of the 
sales to that market value. In addition,}/™ter 
taxpayers might be required to statepthat 


whether and by whom a physical count/"@8"! 
Mo: 
sistent 


more 


farea ¢ 


of the inventory was taken, whether 
such inventory was taken by manage: 
ment alone or by a certified public acp?™© 
countant, and the procedures followedf"* ™ 
that all 


were correctly counted.” 


to insure items of inventor Treas 
iews 
Mr. Dillon’s testimony was followedPl = 


by TIR-317, released May 5, 1961. Thig?"lud 
: pf exy 


“ . - itable 
Increased attention to the examina) ible t 


is also quoted below: 

- . P Josts 
tion of inventories has been ordered wh SS ' 
Mortimer: M. Caplin, Comis 
sioner of U. S. Internal Revenue. 


io 
day by n, 


axes, 
To be | 


“The Commissioner said his orden” ~ 
underscore the President's tax messagi hiss 
to the Congress in which he directeg?™"E 
the Internal Revenue Service to tak my “ 
und lal 


We e 


corrective action to assure proper T¢ 


porting of inventories by taxpayers. 





“up ss - Marticle 
Examining personnel have been i cle 

. . LC ‘ 
structed to place increased emphasis 0 


he 
aluati 


examination of tax returns involving} 


inventories and to give particular 2 





tention to inventory reserves, valuation 
methods, omission of inventory items, 





ve 
| and allocations of costs, he said. 
neth- | “Commissioner Caplin stated that this 
rte is not a new auditing procedure, but 
rather a re-emphasis of an existing pro- 
e on | cedure to prevent manipulation of in- 
ent: ventories and assure equitable treatment 
f tl to all taxpayers.” 
d ex \ metamorphosis appears to have 
mer taken place in the time between delivery 
s are | of the President’s message and issuance 
| of TIR-317. Note that the President ap- 
go it peared to be concerned solely with 
Saiain ‘manipulation,” connoting underhanded 
ermit- |means of avoiding tax. Mr. Dillon’s 
ost or } statements continued in much the same 
use of | Yein. However, Mr. Caplin’s approach 
se. re- | Seems much broader. Does this mean 
inven- | that the instruction to Field Agents will 
acome, | contemplate not only checking for in- 
ending ventory abuses but attempts to revise 
yy not consistently applied methods of ac- 
of al] counting for the various inventoriable 
costs and procedures for ascertaining 
abuses |arket values? It very likely does. 
; might 
sl What can be expected? 
before. Nearly everyone will agree that abuses, 
axpayel such as failure to include all the in- 
amount ventory and pricing practices arbitrarily 
tion. If 28d inconsistently employed for the 
\ items Principal purpose of avoiding income 
it tax, should be corrected. There is no 
asis the more reason for relaxed vigilance in the 
and the @"ea of inventories than there is in any 
ses_and °! the areas regularly scrutinized by the 
dditior Internal Revenue Service. It is hoped 
to stateptat the current emphasis will clean up 
al count4grant irregularities. 
whethe Most taxpayers, however, use con- 
manage stent methods, honestly conceived. In 
ublic some instances the methods followed 
followed’ Not in complete accord with the 
anid lreasury’s views, or even with up-to-date 
ews of public accountants. For exam- 
eth ple, many companies consider as costs 
61. TI ncludible in inventory only such items 
of expenditure as are directly attribu- 
ile table to the quantities in the inventory. 
dered twe05ts Which are fixed, such as deprecia- 
. Comist™ supervisory payrolls, property 
rae taxes, etc. are regarded as period costs 
ie “once be charged off in the year incurred. 
ee This, essentially, is the direct costing 
directesP™™ciple. Others consistently inventory 
a akgealy “prime” costs; that is, materials 
yroper end labor, but no overhead or “burden.” 
payers |We expect to publish next month an 
oe article on tax aspects of direct costing. 
phasis : ‘ 
involvir4 The alteration of such methods of 
ticular @eluation as of the close of a taxable 


year to methods whole-heartedly ap- 
proved by the Commissioner is usually 
objectionable for a variety of reasons. 
One of the more important of these 
reasons is that the entire amount of 
what the Commissioner regards as “un- 
derstatement” would usually be pyra- 
mided into a single taxable year at cur- 
rent high tax rates. A portion (perhaps 
all) of the understatement may have 
had its effect on earnings in past years 
when tax rates were much lower, or even 
in years prior to the advent of Federal 
income taxes. It is largely because of 
this that the courts have reluc- 
tant to grant the the 
power to change consistent valuation 
practices without a corresponding in- 
crease in opening inventory. Section 
481(a)(2) of the Internal Revnue Code 
of 1954, as amended by the Technical 
amendments Act of 1958, recognized 
and gave partial effect to the court de- 
cisions. 


been 
Commissioner 


In general, as applied to inventories, 
Section 481 provides that if the Com- 
missioner imposes the change in ac- 
counting method, any “understatement,” 
in terms of the new method, as of the 
beginning of the first taxable year sub- 
ject to the 1954 Code, will never be sub- 
ject to tax. 

Facing this provision, what means 
does the Commissioner have at his dis- 
posal to make the corrections he con- 
siders necessary without undue loss of 
revenue? Is it possible that the new 
emphasis will be limited to a_ crack- 
down on the very few taxpayers doing 
things bordering on simple dishonestly? 
Perhaps it should, but it is believed 
likely that a great number of taxpayers 
who have thought of their inventory 
practices as being entirely honest, 
forthright, and adequate for income de- 
termination will be caught up in tax 
disputes. 


Corrections under Section 481 


Let us assume that Taxpayer A con- 
sistently employs a valuation technique 
unsupportable by 


present accounting 


theory and contrary to regulations— 
only the costs of materials and direct 
labor are inventoried. A Revenue Agent 
completes his examination and _pro- 
poses that income of the calendar year 
1959 be $100,000 repre- 
senting the value of inventoriable in- 


direct costs in stocks of goods on hand 


increased by 


at the close of the year. The taxpayer 
will counter that such inventoriable in- 
direct costs in inventory at January I, 
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[Nicholas IT. DeLeoleos is a CPA and 
G member of the Tax Department of 
the accounting firm of Arthur Andersen 
& Co., Chicago. He was formerly a Field 
Agent with the IRS in Chicago and also 
was associated with the Regional Rene- 
gotiation Board.) 


Accounting * 





1954 amounted to $99,000; therefore, the 
Treasury may benefit only from the 
increase of $1,000 over the six-year pe- 
riod. If this is to be the case, the Com- 
missioner will obviously make no such 
proposal because the taxpayer will re- 
ceive gratuitously a tax basis for $99,000, 
permitting him to liquidate the inven- 
tory without ever paying a tax on the 
$99,000. 

Section 481 certainly appears to pro- 
vide comfort to the 
sistent taxpayer who may become in- 


considerable con- 
volved in an inventory dragnet. But 
how much protection does it really pro- 
vide? Let us take a closer look. 

“Section 481. ADJUSTMENTS RE- 
QUIRED BY CHANGES IN METHOD 
OF ACCOUNTING 

“(a) General Rule.—In computing the 
taxpayer’s taxable income for any tax- 
able year (referred to in this section as 
the ‘year of change’)— 

(1) if such computation is under a 
method of accounting different from the 
method under which the taxpayer's tax- 
able income for the preceding taxable 
year was computed, then, 

(2) there shall be taken into account 
those adjustments which are determined 
to be necessary solely by reason of the 
change in order to prevent amounts 
from being duplicated or omitted, ex- 
cept there shall not be taken into ac- 
count any adjustment in respect of any 
taxable year to which this section does 
not apply unless the adjustment is at- 
tributable to a change in the method 
of accounting initiated by the taxpayer.” 

From the italicized language (italics 
supplied) it is clear that the definition 
of “method” is exceedingly important. 
If, in our example, the prime cost tech- 
nique employed is a method, Section 
481 would serve to defeat the Commis- 
sioner’s purpose for insisting upon a 
change. If, on the other hand, the tech- 
nique is only a practice or procedure 
within the framework of a broader con- 
cept of method (i.e., recognizing inven- 
tories is the method) Section 481 might 
not apply. 

The regulation states: “A change in 
method of accounting to which Section 
481 applies includes a change in the 
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overall method of accounting for gross 
income or deductions, or a change in 
the treatment of a material item.” 

This language is not as clear as it 
might appear at first reading. In the 
case of inventories, is a “material item” 
valuation—i.e., 
Liro (last-in, 


the generic system of 
Firo (First-in, first-out), 
first-out), etc.? Or, is the item something 
smaller, such as accounting for over- 
head, standards for determining obso- 
lescence and excess stock? 

In rulings in areas other than inven- 
tories, the Treasury has tended to reach 
far downward and consider quite specific 
expenditures as “items” for 
481. The 
“method” has also been employed in 
the Regulations (Section 1.471-2(f)) to 


characterize certain procedures disap- 


types of 


purposes of Section term 


proved by the Treasury—for example, 
deducting estimated depreciation in the 
value of inventories, using nominal 
prices, omitting portions of the inven- 
tory, etc. This regulation has been in 
effect for a number of years, having been 
promulgated prior to the enactment of 
Section 481; it does not appear that it 
can be relied upon where a definition 
of method is involved for purposes of 
Section 481. Also, of course, the Treas- 
ury is in a position to modify this lan- 
guage in the regulation if it should be- 
come necessary to do so. 

In Geometric 
(26 TC 


inventories of a taxpayer who excluded 


Stamping Company, 


301,) the court considered the 
supplies and indirect expenses from its 


inventories. In holding for the tax- 
payer, the court specifically referred to 
On 
authority of this decision, it would ap- 


that 


consistent use of a “method.” the 


peal Taxpayer A in the example 
above is sheltered by Section 481. 


Other potential problems 

Let is consider another example. Tax- 
payer X annually reviews his inventory 
schedules after listing and pricing all 
items. Taking into account the profits 
sc indicated, he might decide to report 
this inventory as originally computed 


or he may decide on a sum to be de- 


ducted for some vague reason (or no 


reason at all), or he might decide to 
set aside and ignore a portion of the 
inventory. Obviously he is not follow- 
ing a “method” and it is doubtful that 


he can avoid correction at the end of 
any open year without a corresponding 
correction in beginning inventory. 

In the case of Taxpayer X, the prac- 


tices are arbitrary and have no basis 
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in accounting principle, historical or 
current, accepted or contended, nor is 
there any rational explanation to sub- 
stantiate a reduction. Clearly such prac- 
tices could not be regarded as “methods” 
eligible under Section 481. 

To constitute a method, it would ap- 
pear that a disputed inventory pro- 
cedure should (a) be founded upon 
demonstrable requirements of the busi- 
ness, or (b) have had its origin in a ra- 
tional theory of cost accounting. In ad- 
dition, of course, and most importantly, 
it must be consistently followed. 
large corporations pre- 
sented with special problems in deter- 
mining market value and the amount of 
obsolescence and unsalable goods in in- 


Many are 


ventories. With many plants, and hun- 
dreds of employees engaged in listing 
and pricing inventories, it is necessary 
to establish rather uniform procedures. 
It is obviously impractical for top man- 
agement to pass upon the multitude of 
Predicated 
experience, some of these companies 


items involved. upon past 
have followed the practice of reducing 
the cost of items found to be obsolete, 
slow-moving, etc. by a percentage. This 
is the only practical approach when the 
pricing must be done by vast numbers 
of clerks and shop personnel. When fol- 
lowed consistently, do such procedures 
constitute methods? They probably do 
the matter cannot be 
completely free from doubt. A more im- 
portant consideration than the distinc- 
tion between method and practice in 


but considered 


this regard would be the relative reason- 
ableness of the effect of the procedures. 
By their broadness clearly such policies 
individual 
items to be either overpriced or under- 


permit specific inventory 
priced but on balance the total inven- 
tory valuation for the year would be 
substantially correct. It is hoped that 
the new emphasis to be placed on inven- 
matters will 
in peremptory challenge of such policies. 
the 
including ‘prime 

terial and direct labor) only in inven- 
tory. It was concluded that this pro- 


tory valuation not result 


Earlier we considered case of a 


taxpayer costs (ma- 


cedure was a method. What of the tax- 
the 
computation of his inventory but whose 


payer who includes overhead in 
selection of expenditures so includible 
is at variance with Treasury Regula- 
tions? Based upon the nature of his 
business, he may have concluded that 
fixed costs are not properly capitalized 
—that only those costs which vary with 
quantities produced may properly be 








said to be represented in the cost of fect 
unsold goods. This theory is one which Tax 
even today enjoys the support of many Si 
authorities. (Are the personal property The 
taxes paid in 1960 an asset in 1961?) sing’ 
This, too, would appear to be a method pred 
qualified for the relief of Section doll: 
481(a)(2) in the event of a change im- tne 
posed by the Commissioner. see 
Allocation of costs is often a difficult gam 
task. To avoid the expense involved in} ¢ oy 
detailed analyses of possibly hundreds had 
of expense accounts annually, some large} Fin 
companies have consistently determined | Rocked 
the amount of ovcrhead expense in in| ag 
ventory by applying a ratio to one off ;, «; 


the more readily ascertained factors of j lowes 
cost, usually direct labor cost. For ex. 
ample, having established that typically 


will | 
In 


indirect 
newly 


the inventoriable 
amount to 200% of the direct labor| 
the 
determined by applying that percentage| 
to the 
work-in-process and finished goods. It 


expenses} 


Servic 


costs, burden content would be 


may 
: >} the u 
direct labor costs reflected ing. ..._ 

initia 
2 § which 
is debatable whether use of a percentage, stigm: 
per se, is a method. If it is not a method, Taras 
the Commissioner would probably not 


feel restrained by Section 481(a)(2) fron} ou 
bee 


mino} 


proposing a change if the rate is deemed 
that the 
theory as to the includibility of cost¥ 

Ao PF } } would 
underlying the original adoption of thé 


tax 


insufhcient. It would seem 


shown 


payer: 
percentage would be the method and ify as 
‘ , gity as 
should prevail; adjustments should bq i, ; 
ay : i 
limited to correction of the rate. Bh: 
ms which 
; . It is s 
Consistency ; 
: whom 
: allenge roce re ois ) a 
If a challenged procedure is not i need 
, Mf 


io 2) 


the yes of Sectic 
method for purpose f Section celine 


the Commissioner free to make a closing; the ; 


adjustment without a corresponding be), pie, 


ginning adjustment? As noted earlier 


pwith 3 
the courts for the most part were no aes 
disposed to permit the distortion of an 


grounc 
taxable 


It is 
p litigati 
sult of 
is diffi 


swer y 


nual income when consisten' 


practices were followed. It can be arguet 
that with the enactment of Section 48] 
cognizance was taken of the existing d 
cisions and that the new statutory rulq 
were intended to be comprehensive. Bu applies 
it is believed that there is good suppom}yn. ¢, 
for the position that if the INVENT uestic 
procedure followed does not constitu derstat 
a method so that correction would cont 
the statute, the 1939 Code de 


cisions based on consistency should 7 


yee payers 
within ditiona 
whereb 
with tk 
‘ reduce 
in esteem by the courts is evidenced bfjustme: 
the recent final decision in the Klej, law 
Chocolate Company case (36 TC Nips hanes 
121, filed April 21, 1961). In the origin 


tinue in effect. 
That consistency is still a matter helé 





tecessa: 








f of] decision (32 TC 437, May 29, 1959) the 
which fax Court disapproved the use of a 
many} single pool for Liro inventory purposes. 
res [he final decision permits the use of a 
19612) F single pool. This change in holding was 
ethod predicated not upon the newly issued 
ection | dollar-value Liro regulations, but upon 
© Mi) the introduction of evidence at the re- 
: hearing showing that the method had 
Miculy been consistently used, and that the 
ved i single-peol method employed by Klein 
ndreds} had been observed in prior years by the 
bs larg Commissioner’s agents and not chal- 
mines lenged. It seems reasonable to assume 
in MF) that the principle of consistency, even 
‘ie et in situations where the procedures fol- 
‘sea “( lowed are not approved, has not and 
‘Or &X) will not be abandoned. 
picall} In summary, it is believed that the 
PEM! newly announced Internal Revenue 
labor Service policy with respect to inventories 
uld be} may be expected not only to result in 
“entass) the upsetting of abusive practices, but to 
ted i initiate tax disputes over procedures 
ods. IG hich cannot be regarded as in any way 
nae stigmatized except possibly from the 
nethod, Treasury view that accumulations of 
bly no minor understatements over a period of 
2) from any years represents lost revenues. If 
deemed) , taxpayer's procedures can be clearly 
lat th shown to constitute methods, Section 481 
| a would offer succor. In the case of tax- 
1 of the 


payers whose practices might not qual- 


od a" ify as methods, the important considera- 


ould bq tion may be the degree of consistency 
= which had been followed over the years. 
It is suggested that all taxpayers as to 
whom inventory is a significant factor 
5 nO’ “need to appraise carefully their pro- 
1 481 edures so as to be prepared to justify 
a ClOSIM) the reasonableness of the results 
ding be) achieved. Caution should be observed 
earliet) with respect to changes in procedure, 
vere ™tto avoid vulnerability to attack on the 
m Of al sounds of lack of consistency. 
onsistell" “It is quite possible that considerable 
e arp litigation will ultimately arise as a re- 
tion 48 


sult of the new look at inventories. It 
Ising “is difficult to guess what the final an- 


tory Tu"\swer will be as to when Section 481 
sive. B ipplies and when it does not. Perhaps 
1 supp" the correct answer to the inventory 
inventol 


question as it relates to accumulated un- 


consul derstatements of inventories by tax- 
d col ° . ° 
nuld payers using consistent procedures is ad- 


Code ditional legislation providing a means 
ould & jwhereby inventories might be corrected 

with the use of a formula which would 
atter heMheduce the lumping effect of a large ad- 
denced Wiustment in a single high tax year. Such 
the Kt 2 law might permit the recomputation 
) rc ol taxable income for as many years as 
1e origi 


necessary in order to arrive at the total 





tax liability which would have prevailed. 

It is possible that if voluntary correc- 
tions of inventory were made attractive 
—for example, by permitting past under- 
statements to be restored to income in a 
single year at the capital gain rate—the 
inventory problem might be voluntarily 
cleared up in short order. Capital gain 
treatment would be particularly effec- 
tive if there strict limits 


were time 
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within which taxpayers might elect to 
restate and the law is 
amended to make it clear that after such 
a period the Commissioner would not 


inventories, 


be impeded in making necessary correc- 
tions whenever discovered ai ordinary 
rates. This could produce more revenue 
than the formidable task the Treasury 
would have in seeking to adjust inven- 
tories under the present law. 


New accounting decisions this month 





No gain or loss on exchange of treasury 
bonds. In accordance with Section 1037 
the Secretary of the Treasury rules that 
no gain or loss shall be recognized upon 
the exchange with the U. S. of 214 per 
cent Treasury Bonds of 1963 solely for 
i 334 per cent Treasury Bonds of 1966. 
Gain or loss, if any, upon the bonds 
surrendered in this exchange will be 
recognized upon the disposition or re- 
demption of the new bonds. Rev. Rul. 
61-80. 


Intention of sale abandoned. The five 
stockholders and directors of the tax- 
payer corporation, acting as individuals, 
obtained an option to purchase seventy- 
five acres of unplatted real estate. The 
option. was exercised, and taxpayer ob- 
tained a deed for the land from the in- 
dividuals. The taxpayer formed a sub- 
sidiary to which it transferred the land 
in exchange for its capital stock. Ap- 
proximately one year after the original 
option, the subsidiary sold the land to 
an unrelated corporation which then de- 
veloped the property. The sale of the 
land is, the court holds, the sale of a 
capital asset. Even though the evidence 
indicated an original intention to im- 
prove and sell the land for residential 
development, this intention was aban- 
doned and there is nothing in the record 
that 
taken toward the sale of the real estate 


to indicate any action was ever 
to customers in the ordinary course of a 
trade or business. Loans 


Inc., DC Ohio, 3/30/61. 


and Service, 


Disclosure of secret processes produces 
ordinary The 
veloped a secret process which it be- 


income. taxpayer de- 


lieved incapable of being patented. By 


written contract, it agreed to transfer 
the complete blueprints and operational 
characteristics of the process to a third 
party in consideration of a specified 
sum. In addition, the taxpayer promised 
not to sue the party by reason of any 


patent covering the construction and 
The taxpayer re- 
ported the sum so receiving as capital 
gain. This court agrees with the Com- 
missioner that the sum received for dis- 


use of the process. 


closure of the secret process should be 
reported as ordinary income. The trans- 
action is more closely analagous to a 
license 


than to a the 


fact that the taxpayer did not transfer 


sale in view of 
the right to prevent further disclosure 
of the secret process but, in fact, re- 
tained that right and could disclose the 
process to others. du Pont de Nemours 
& Co., Ct. Cls., 4/7/61. 

* Deposits on return of containers yield 
capital gains. The taxpayer, a seller of 
compressed gases, required each of his 
customers to make a deposit on the con- 
tainers or cylinders. In each instance, 
the deposit was in excess of the average 
cost of the cylinders, thus providing an 
incentive to the customer to return the 
cylinder. The agreement with the cus- 
tomer provided that the sum would be 
refunded if the cylinder was returned 
within ninety days. As a matter of prac- 
tice, the taxpayer made refunds on re- 
turns long after the specified ninety day 
period had elapsed. In 1950, the tax- 
payer realized that customers were keep- 
ing an these 
cylinders, sometimes more than three 


increasing number of 
years. Consequently, the taxpayer de- 
cided to appropriate the deposits on 
those containers and made an entry on 
its books reducing the amount of the 
returnable containers deposit liability 
and increasing its income. The taxpayer 
is allowed capital gain on the profit on 
the containers. du Pont de Nemours & 
Co., Ct. Cls., 4/7/61. 


Capital gain on sale of cattle to satisfy 
gambling debt. The taxpayer and one 
Binion formed a 50-50 partnership in 
a herd of cattle owned by the taxpayer. 
The reason of the partnership was the 


244336 
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settlement of a gambling debt owed by 
taxpayer to Binion. The value of the 
cattle owned by the taxpayer at “the 
time of the formation of the partner- 
ship was $148,000. The jury found that 
the debt was $150,000. Taxpayer realized 
a capital gain by reason of the exchange 
or sale of the cattle. Hall, DC Okla., 
4/6/51. 


“Dairy Queen” subfranchise agreements 
were license agreements rather than 
sales. On the basis of its holding in 
Moberg, (35 TC No. 89), the court rules 
that subfranchise agreements executed 
by the owner of a master 
franchise for the state of Virginia, were 


licensing agreements rather than sales 


taxpayer, 


and that the payments received there- 
under (both lump-sum and gallonage) 
were royalties taxable as ordinary in- 
come and not as long-term capital gains. 
Accordingly, there was no occasion to 
allocate a part of the cost of the master 
franchise to the several subfranchises for 
the purpose of determining gain or loss 
from the sale of the property. Gowdey, 
CM 1961-112. 


Penalty collected from defaulter under 
timber disposal contract is ordinary in- 
come. Taxpayer was the owner of tim- 
ber held for over six months. He con- 
tracted with a second party for the dis- 
posal of his standing timber. Taxpayer 
retained an economic interest in the 
timber by delaying passage of title until 
severance and removal. The contract re- 
quired the second party to deposit with 
the taxpayer cash as security for his per- 
formance. This was to indemnify the 
taxpayer against the second party’s de- 
fault. The IRS rules that the capital 
gains provisions afforded by Sections 
631(b) and 1231 are inapplicable to the 
proceeds realized by the taxpayer upon 
default by the second party. Such pro- 
ceeds do not constitute payment for dis- 
posal of timber and are taxed as ordi- 
nary income. Rev. Rul. 61-56. 

Interest element in flat sale of bonds re- 
sults in ordinary income. ‘Taxpayer pur- 
chased bonds of a railroad in bankruptcy 
at a flat price. He received some pay- 
ments on defaulted interest. The district 
court issued an order allowing the 
trustee in bankruptcy to pay the bonds 
16. 
On December 13 taxpayer sold the bonds 
flat. The court holds only part of tax- 


payer's gain is capital. When taxpayer 


and accrued interest on December 


purchased the bonds he became a 
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lender and his right to receive interest 
is not a capital asset. It is immaterial 
whether taxpayer acquired the bonds 
when originally issued or purchased 
them in the market. It is also immaterial: 
whether he held them to maturity or 
sold them before then, provided he ac- 
tually received some interest payments 
while the owner. The amount of the 
proceeds considered as interest is the 
proportion that the interest accrued 
while taxpayer owned the bonds bears 
to the total principal and interest pay- 
able on them. Jaglom, 36 TC No. 9. 


Capital loss on commodity transactions. 
Taxpayer's primary activity was trading 
in commodity futures, but 
entered into numerous trades involving 
actual commodities. The court finds that 
taxpayer's selling efforts were not such 
as to make him a dealer in the actual 
commodities. He held them as capital 
assets and his losses were capital losses. 
Flora, DC Colo., 2/13/61. 


he also 


Gross income from mining limited to 
treatment processes of non-integrated 
miners. The issue is whether taxpayer’s 
“gross income from the property” for 
purposes of computing percentage de- 
pletion for clay is the selling price of 
burnt brick and tile (as contended by 
the taxpayer), or whether the taxpayer 
must constructively compute its deple- 
tion allowance by applying the per- 
centage rates to that portion of its gross 
income attributable to the basic market- 
able products of the tile, clay, brick and 
tile-mining industries. Based on Cannel- 
ton-Sewer Pipe Co., (364 U.S. 76,) gross 
income from mining is limited to the 
treatment processes which non-integrated 
miners normally apply to the same ma- 
terials, and the taxpayer's “gross income 
from the property” is limited to that 
portion of its gross income which is at- 
tributable to the product and any nor- 
mal applied 
miners. Thus, the taxpayer’s gross in- 


processes by ordinary 
come from mining, its depletion base, 
must be computed on the basis of raw 
(crude) clay, both as to fire clay and as 
to brick and tile clay. Great Bend Brick 
& Tile Co., DC Kansas, 4/7/61. 


DEPRECIATION 


Depreciation for race horses on 10- 
year life. The court accepts taxpayer's 
method of depreciating race horse brood 
mares. It finds a 10-year life appropriate. 
It also accepts taxpayer’s method of 





considering each horse to be a year 
older on December 31, regardless of its 
actual birth date, as that is the custom 
among the “horsey” set. Reineman, DC 
Ill., 3/13/61. 





Depreciation on pipeline easements de. | 
termined. Taxpayer claimed deprecia- 
tion on the cost of acquiring easements 
for the right-of-way of its natural-gas 
pipeline. In a previous decision this 
court found that taxpayer's known re- | 
serves had been increasing and there 
was no showing of loss of value of the 
easements, and held no depreciation 
could be allowed. The court of appeals | 
reversed. On remand, a depreciation 
rate of 3.5% is set. Northern Natural | 
Gas Co., DC Neb., 2/13/61. 


j 


ACCOUNTING METHODS 


New form for changing accounting | 
method. The IRS announces the avail-| 
ability of a new form for taxpayers de- 
sirous of filing application for permis. 
sion to change their accounting method. 
The new Form 3115 (April 1961) is de- 
signed to insure submission of all neces} 
sary information relative 
change. TIR 318, (5/9/61). 


to such a 


Change of accounting year brought in 
consistent position; prior year opened} 
Taxpayer had been a member of a part 
nership reporting on a fiscal year end, 
ing April 30. He continued the busines) 
as an individual but he used the same 
year. Later he sued for refund for sev- 
eral years on the ground that he should 
have used calendar years. This conten| 
tion was upheld. After it was thus de 
termined that the 1949 tax return should) 
include the calendar year 1949 income] 
and should exclude income realized in 
1948, the 
tional 1948 tax (the year was otherwis? 


Commissioner assessed addi 
closed) on the ground that income from 
May to December 1948 not reported ir 
the return for the fiscal year ended April 
30, 1948 would 


This court holds that the district cour 


otherwise escape tax 
decision resulted in a double exclusiol 
of an item of gross income, adopting 
taxpayer’s position which was incom 
sistent with the erroneous exclusion from 
his 1948 income. Further, the Commis 
sioner’s determination of deficiency wa 
timely made as the circuit court dete! 
mination decision was not final (and 
therefore a determination) until expir 
tion of the time for filing a request fq 
certiorari. Gill Estate, 35 TC No. 126. 
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Single-pool LIFO inventory upheld but 
only because consistently used. In the 
first opinion on this case, (32 TC 437), 
the Tax Court upheld the Commission- 
er’s recomputation of Liro inventory by 
using nine (the IRS used 10) separate 
pools. The taxpayer had used one. Us- 
ing one pool the taxpayer in effect offset 
declines in one against increases in an- 
other and so arrived at a lower closing 
inventory. A rehearing was granted at 
which the taxpayer was permitted to in- 
troduce evidence of its consistent prac- 
tice and the Tax Court now reverses it- 
self and finds for the taxpayer. Follow- 
ing Geometic Stamping (26 TC 301) in 
which examination and acceptance of 
returns using direct costing was held 
tantamount to a consent to a change, 
the court finds the Commissioner had 
approved the single pool. So long as this 
is an acceptable method and produces 
reasonable results the Commissioner is 
bound to permit the taxpayer to use it. 
Klein Chocolate, 36 TC No. 12. 


Installment method permitted though 
due to error in computation checks ex- 


ceeded limit. Six individuals owned, 
directly or indirectly, the stock of a 
Virginia business. After considerable 


negotiation in Boston it was sold for a 
total of $1.26 million part in cash and 
part in debt. The sellers wanted the cash 
payment to be split between two years 
so that the payment in the year of sale 


would be less than 30% of the total 
price and so the sale could qualify as in- 
stallment. The final agreement was 


drawn late in December and one of the 
stockholders was asked to compute the 
30°, figure for each seller and his re- 
was the On 
December 30 the bookkeeper for one of 


sult inserted in contract. 
sellers noted that the receipt did 
exceed 30%, and, after considerable long 
distance telephoning, the buyer agreed 
to telegraph a refund to the seller's 
bank. It arrived on Saturday December 

and the bank was closed. The tax- 
payer here could not be located, and on 
Sunday January | the wire was delivered 
The holds that 
the term payment Code means 


to his secretary. court 
the 


the payment the parties intended; there 


in 


was mutual error here and, finding ir- 


relevant the frantic efforts to make re- 
fund, holds that, following the intent of 
the parties, the sale qualifies as on the 


installment basis. Ludlow, 36 TC No. 6. 


Can’t accrue discretionary bonuses paid 
after close of year. An employer adopted 


a policy of paying a annual bonus to 
its employees of. between 25 and 35% 
of its net profits. There was no fixed 
formula. Although a preliminary desig- 
nation of each employee’s respective 
share of the total amount was made be- 
fore the end of the year, final determina- 
tions were made only after the end of 
the year when the books had_ been 
posted and audited. The court holds the 
bonuses are are de- 
ductible only in the year actually paid. 
Kershaw Mfg. Co. Inc., TCM 1961-98. 


not accruable but 


Bank’s election of bad debt reserve 
method upheld. [Acquiescence] 
payer, a bank, had used the specific 
charge-off method of deducting bad 
In 1947 the Treasury allowed 
banks the use of a reserve method based 


Tax- 


debts. 


on a 20-year moving average. Taxpayer 
adopted the reserve method and com- 
puted its loss percentage on the basis of 
total losses and total outstanding loans 
at the end of each of the 20 years. In 
later unauthorizedly 
changed its method of computing the 


years, taxpayer 
percentage. It shifted from year-end to 
average percentages for each of the 20 
years. In a later year, a revenue ruling 
approved the use of the latter method 
by banks, provided it was consistently 
followed. The 
that, since taxpayer had not been con- 


Commissioner argued 
sistent in the past, it could not now use 
the second method. The Tax Court dis- 
agreed and ruled that the second method 
is available to taxpayer as long as it is 
consistently applied after the date of the 


ruling. Boardwalk National Bank of 


Atlantic City, 34 TC No. 99, acq., IRB 
1961-17. 
Interest on deficiencies reduces corpo- 


rate earnings. [Non-acquiescence| ‘Tax- 
payer in 1948 and 1949 withdrew funds 
from his corporation which, it was con- 
ceded, were dividends if the corporation 
has accumulated earnings. He claimed 
it did not because of fraud penalties and 
interest for those years and prior ones. 
The court reaffirms the position it took 
in Stein (25 TC 940, acq. IRB 1957-29; 
(aff'd 250 F.2d 798) that fraud penalties 
accrue when the return is filed. It con- 
cludes that interest likewise begins to 
accrue then even though the deficiencies 
are litigated and not agreed to until 
later. The court notes that this is ap- 
parently the first time this question has 
been litigated. It agrees that for the 
purpose of claiming a deduction for in- 
terest expense it would not accrue until 
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the contest ended. For the purpose here 
it must, as it said in Stein determine 
the true financial position on an accrual 
basis and to do this must show the tax 
liability whether taxpayer was aware of 
or agreed to the liability. Stark, 29 TC 
122, non-acq., IRB 1961-17. 


Accrual basis taxpayer taxable on com- 
mission held back by customer. Tax- 
payer, on the accrual basis, contracted 
with a bank to service the latter’s mort- 
gages at a stipulated basic rate. To avoid 
monthly computations of the basic rate, 
a level rate of payments was adopted. 
The bank carried 
liability the 


on its books as a 
difference between the 
amount actually paid on the level rate 
and the amount due at the basic rate. 
Taxpayer accrued and reported in each 
year only the actual payments received 
on the level payment method. The court 
holds taxpayer, having adopted the ac- 
crual method, should have reported in 
income the full basic rate of compensa- 
tion as it accrues each year and not the 
amount actually paid monthly. Guar- 
antee Title and Trust Co., TCM 1961- 
122. 


Change to accrual was involuntary; no 
pre-1954 The Technical 
Amendments Act of 1958 provides in 
general that there will be no adjust- 
ment of pre-1954 Code years if a tax- 


adjustment. 


payer changes his accounting method 
involuntarily. Taxpayer here was being 
examined by a Revenue Agent in 1954 
and was advised by the Agent that he 
must adopt the accrual basis. Although 
the Agent could have required a 
change, he was satisfied by taxpayer's 
that make _ the 


change the following year. Under the 


statement he would 
circumstances, the change was not volun- 
tary. Thus, there could be no adjust- 
ment of years before 1954. Lindner, DC 
Utah, 3/27/61. 


DEDUCTIBILITY 


Ordinary loss allowed on currency deals 
for hedging commodities. { Acquiescence] 
Taxpayer, an international wool dealer, 
maintained a large inventory of wool 
imported from sterling countries and 
France. Taxpayer believed that France 
and England 
respective 


were about to devalue 


their currencies, bringing 
about an immediate decline in the mar- 
ket value of taxpayer's foreign wool in- 
ventory. In order to protect itself against 


a decline, taxpayer sold pounds sterling 
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and French francs short. Taxpayer’s 
holdings of currency futures never ex- 
ceeded its inventory of sterling area and 
French The Tax Court ruled 
that losses incurred in these transactions 


wools. 


are ordinary. The currency dealings were 
bona fide hedging operations carried on 
in connection with and as a part of tax- 
payer’s regular business and were not 
dealings in capital assets. Wool Dis- 
tributing Corp., 34 TC 323, acq., IRB 
1961-17. 


Can’t deduct cost of filtration plant 
built under threat of injunction. The 
taxpayer, a manufacturer of woolen 
goods, was threatened with an injunc- 
tion to discontinue its operations until 
it submitted satisfactory plans for the 
treatment of the water in which it dis- 
charged dyes and short woolen fibres. 
In order to avoid the injunction, the 
taxpayer constructed a filtration plant 
at a cost of approximately $108,000 
which it deducted as an ordinary and 
necessary business expense. The district 
that the filtration 
had a useful life of more than one year, 


court found system 
but decided that since the plant was re- 
quired by a state anti-pollution law, the 
cost was deductible as an 


the 


construction 


ordinary and necessary expense; 
filtration system was completely divorced 
from the operation of plaintiff's busi- 
did 


prove or prolong the useful life of the 


ness and its construction not im- 
taxpayer's mill property. This court re- 
verses, holding that the involuntary na- 
ture of the expenditure under threat of 
injunction does not render deductible 
an item which would otherwise be a 
non-deductible capital expenditure. 


Woolrich Woolen Mills, CA-3, 4/19/61. 


Can deduct payments under lease with 
option to renew at reduced rentals. The 
taxpayer obtained a lease for a primary 
term of twenty years with options to re- 
new for three additional 20 year periods 
and one additional 19 year period. 
The rentals during the renewal period 
were at sharply reduced rates. The Gov- 
that 
rental payments during the tax years 


ernment contended part of the 
in question were for the acquisition of 
an equity in the property. But taxpayer 
has no option to purchase and the rental 
payments were less than the fair rental 
value for those years. The rental pay- 
ments during the primary term were 
calculated to retire the bonded indebted- 
ness of the lessor of the premises. Find- 


ing a good business purpose and also 
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finding that it was not a “reasonable 
certainty” that the lease would be re- 
newed during the option periods, a de- 
duction is allowed for the full rental 
payments during the taxable years. Gem, 
Inc., DC Miss., 4/4/61. 


Research costs not deductible; were not 
connected with existing business. While 
taxpayer was a partner in an advertis- 
ing agency, he bought an undeveloped 
invention for $5,000 and paid $45,000 
to a research laboratory for work in 
developing it into a commercial and 
product. He claimed the 
$45,000 as deductible under Section 174 
which permitted the deduction of re- 
or experimental 
curred in connection with trade or busi- 
ness. The Commissioner disallowed the 
expenses on the ground that the ex- 
penses 


patentable 


search expenses in- 


were not connected with tax- 
payer’s trade or business. The court 
agrees. The expenses were incurred in 
connection with plans to go into a busi- 
ness. The undertaking was not con- 
in the years the expenses were paid. 
Koons, 35 TC No. 114. 


Corporation can’t deduct payment of 
damages for preincorporation tort. The 
taxpayer corporation succeeded to the 
business cf a partnership. The corpo- 
ration received all of the assets and good 
will of the partnership business subject 
to the outstanding liabilities. After the 
corporation was organized, the two prin- 
cipal stockholders were sued on the 
ground that two tank cars of liquid 
caustic soda sold by the partnership con- 
tained arsenic. The corporation was 
joined as a defendant. Because the 
suit was hurting the corporation's busi- 
ness, affecting its credit, and causing con- 
cern among its Customers as to its ability 
to perform its contracts, the suit was 
$50,000. The 
partners gave their personal note in 


settled for two former 


settlement and the corporation then 
made installment payments of the note. 
The liability for the tort claim had not 
been assumed by the corporation and 
it was under no legal obligation to pay 
it. Furthermore, while there were many 
considerations prompting the settlement 
of the suit and although there may have 
been a moral obligation on behalf of 
the corporation to pay the note, a moral 
obligation, even though arising out of a 
business transaction, does not create an 
ordinary and necessary business expense. 
Reade Mfg. Co., Inc., DC N. J., 4/6/61. 


Milk proceeds later rebated are excluded 
from income; penalty for violating mini- 
mum milk prices not deductible. Tax- 
payer sold milk wholesale and retail. It 
was. subject to regulations of a state 
agency establishing minimum prices. Be- 
taxpayer 


cause of keen competition, 
its customers rebates on the 
established prices. Taxpayer paid the 
state agency a lump sum penalty to 
avoid having its license revoked for sell- 
ing under the minimum price. Both the 
amount of the rebates and the payment 
to the state agency were deducted. The 
Tax Court holds for the taxpayer on the 


allowed 


first issue, but not on the second. As to 
the rebates, the question is not whether 
they are “ordinary and necessary” but 
whether they are to be included in gross 
income in the first instance. Taxpayer's 
actual prices were the established prices 
less the rebates. Actual price governs, 
not the theoretical legal minimum. The 
payment to the state was punitive in 
character and not an “ordinary and 


necessary” business expense. Its allow- 
ance would frustrate the enforcement 
of the milk control laws. Atzingen- 


Whitehouse Dairy, Inc., 36 TC No. 17. 


Policyholders’ indirect payment of in- 
surance company’s license tax not a 
deductible sales tax. The City of Louis- 
ville, Kentucky imposes a license tax 
on insurance companies doing business 
therein. The tax is based on premiums 





~ 


charged to policyholders. The companies | 


pass this tax to the policyholders by 
separately specifying the amount in ad- 
dition to the premium due. The IRS 
rules that this is not a deductible state 
sales tax under Section 164. The selling 
of insurance does not constitute either 
the sale of tangible personal property at 
retail or the furnishing of services at re- 
tail, both of which would come within 
Section 164’s definition of “state or local 
sales tax” to support a deduction. How- 
ever, where the premiums are paid in 
connection with the operation of a trade 
or business, the premiums and the li 
cense tax may be deductible as a busi- 
162. Rev. 


ness expense under Section 


Rul. 61-85. 


Amounts expended by joint venturer | 


individually were contributions to capi- 
tal of venture. Taxpayer and another 
entered into a joint venture in 1954 to 
construct a special machine and split 
profits on a 50-50 basis. Taxpayer was to 
contribute his design and certain costs 
whereas the other venturer was to con- 
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tribute construction costs. Friction arose 
between the venturers culminating in a 
law suit in which it was finally decided 
in 1958 that taxpayer expended $12,000 
for materials on the 
joint venture; that the venture sustained 
a net loss of $11,000 to be divided 
equally; and that taxpayer was entitled 
to a distribution of $6,500 ($12,000 less 
his share of the loss of $5,500). On his 
personal return for 1954 taxpayer sought 
to deduct approximately $6,500 for di- 
rect labor expenses incurred in design- 


ing 


direct labor and 


the special machine. The court 
holds such amount represented a capital 
contribution made to the joint venture 
and was not to be treated as a business 
expense deductible in 1954. Furthermore, 
since the loss on the investment in the 
joint venture is deductible only in the 
year sustained, taxpayer couldn’t deduct 
the $6,500 loss in 1954. Taxpayer’s gain 
or loss on his capital contribution could 
have the 
outcome of the law suit was known and 
that didn’t occur 1958. Lopo, 
TCM 1961-126. 


not been determined until 


until 


BAD DEBTS 


Unpaid fees can’t give rise to bad debt 
deduction for cash basis taxpayer. A 
cash basis taxpayer is not permitted to 
deduct as a bad debt engineering fees 
in in- 
come. The adjusted basis or cost of the 
debt was zero, and the bad debt deduc- 
tion 


which had never been included 


therefore limited to this 


amount. Shapiro, TCM 1961-118. 


was 


Guarantor of corporate loan can claim 
only a nonbusiness bad debt. Taxpayer's 
so-called promotional activities consisted 
of investing in five companies in each 
an officer and 
director. There was no evidence that he 


of which he was also 
was dealing in any of these corpora- 
tions. A loss as guarantor of a loan to 
one of the companies is held deductible 
only as a nonbusiness bad debt. In mak- 
ing the guaranty, taxpayer was assisting 
the corporation in the conduct of its 
business, and the loss resulting there- 
from was not proximately related to any 
separate trade or business conducted by 
taxpayer individually. Swift Jr., TCM 
1961-107. 


bad debt 
CPA for advances to corporation. Tax- 


Business deduction denied 
payer spent most of his time, other than 
that spent in his work as a CPA, in con- 
nection with the purchase and sale of 





stock of various corporations having 
licenses to sell liquor, and in the opera- 
tion of the businesses of those corpora- 
tions. In all his transactions involving 
the sale of the stock of such corpora- 
tions, he reported the gain or loss as a 
capital gain or loss. Advances to one of 
the corporations, which became worth- 
less, are held to be nonbusiness rather 
than business bad debts. In the year of 
worthlessness taxpayer’s major income 
was from a plastics business and other 
substantial portions were from his pub- 
lic accounting practice and the manage- 
ment of a Puerto Rican corporation. 
Taxpayer had not shown that he had 
been engaged in the trade or business of 
buying and selling corporations at the 
time of the worthlessness. Wilson, TCM 
1961-120. 


WHAT IS INCOME 


Illegal price rebates are not gross in- 
come. ‘Taxpayer was licensed to sell milk 
in New Jersey at a minimum price set 
by the state regulatory agency. To meet 
competition, taxpayer granted illegal 
rebates to its customers and charged the 
rebates to the purchase account. Even 
though the rebates were in violation of 
the state minimum price laws, the court 
on the authority of Atzingen-White- 
house Dairy, (36 TC No. 7), permits 
the exclusion of such rebates from tax- 
payer’s gross income. [Apparently the 
issue was presented in terms of inclu- 
sion in gross income of amounts subse- 
quently rebated to avoid the question 
of deductitbility of an illegal payment.— 
Ed.| Bloomingdale Ce.,; 
TCM 1961-117. 


Dairy Inc., 


Terminal taxable on income netted 
against charges to stockholder-users to 
show none taxable. Taxpayer had rail- 
road terminal facilities used by its five 
railroad stockholders (each owned 20%) 
and by some others. For many years it 
had charged all users, reported net in- 
come, paid Federal income tax, and 
distributed the remainder as dividends. 
Thereafter it was agreed that the five 
railroad stockholders would operate the 
terminal as a joint facility, dividing the 
themselves in accordance 


costs among 


with usage. However, income arising 


from other sources (use by nonstock- 
holders and proceeds of sales of assets) 
would be divided equally among them 
and credited to the charges for use. Tax- 
netted the credits the 


payer against 


charges for use and so reported no tax- 
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able income. In upholding the Commis- 
sioner’s finding that taxpayer had net 
income equal to income from nonshare- 
holders the court says that the case is 
essentially the same as Anaheim Union 
Water Co., (35 TC 112.) In that case a 
water company charged its stockholder 
for water at rates which, when added to 
outside income, just offset its cost. There 
the company was held taxable on the 
outside income. Chicago and Western 
RR, TCM 1961-103. 


Indiana 


WHEN IS IT INCOME 


Advances on expected royalties to au- 
thor are income. In 1954, the taxpayer 
received royalty income with respect to 
which he claimed the benefits of Section 
1302, permitting a spreadback of in- 
come from artistic work. The Govern- 
ment contended that advance royalties 
paid in 1951 and 1952 were income in 
those particular years and _ this pre- 
cluded the application of Section 1302. 
The 


loans 


taxpayer contended they were 
until 1954. To 
obtain the benefits of that section, the 
taxpayer had to show (1) that he worked 
for more than twenty-four months on 
the book, (2) that he included royalties 
from the book in his gross income for 
1954, and (3) that the amount of the 
royalties includible in 1954 in- 
come from the book for the years 1951 


and not income 


gross 


to 1955, inclusive. The court holds that 
the advance royalties were income when 
received, and, consequently, less than 
80%, of the aggregate income from the 
book was received in 1954. Holbrook, 
DC Ore., 4/12/61. 


Bonus from controlled corporation, pay- 
able after year end not constructively 
recewed. 
and using the calendar year, was presi- 


Taxpayer on the cash basis 


dent of his controlled corporation, 
which was on the accrual basis and had 
a fiscal year ending October 31. Tax- 
payer's employment contract called for 
a nominal weekly salary and a bonus of 
45% of the company’s net earnings, pay- 
able 65 days after the end of the fiscal 
year. During the year in question tax- 
payer received advances on his bonus, 
and on January 3 of the following year 
received the balance of his bonus, less 
an amount withheld sufficient to cover 
his tax for the earlier year. The court 
holds the balance of the bonus and the 
entire amount of the withholding are 
not constructively received in the earlier 
year. These amounts were not uncondi- 
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tionally set apart for taxpayer, as per his 
contract, until the next year. The fact 
that dominant stock- 
holder could have caused the corpora- 
tion to make payment earlier is not con- 


taxpayer, as the 


trolling. He did not do so and he did 
not have the right to do so. While he 
may have had the power to do it, a sub- 
stantial minority interest could have pre- 
vented such action. However, that por- 
the 
table to the advance payment of the 


tion of amount withheld attribu- 
bonus must, as a practical matter, be 
considered constructively received in 
the earlier year. Basila, 36 TC No. 7. 


** Deferral at taxpayer's request is not 
constructive receipt. Taxpayers executed 
an 


a Texas mineral lease to oil com- 


pany in return for a bonus of $500,000, 


payable over three years. The Tax 
Court found that taxpayers were taxable 
on the full amount in the year the 


lease was executed under the construc 


tive receipt doctrine, because the lessee 


was willing to pay it at any time tax- 


payers wanted it; taxpayers assigned 
the obligation to a bank for cash in 
the year of execution of the lease and 
the only reason for the deferred pay- 


ments was taxpayers’ refusal to accept 
earlier payment. This court reverses, 
agreeing with the Tax Court dissenters 
that the Tax Court was carrying the 
doctrine of constructive receipt, too far. 
Effect must be given to what taxpayers 
actually did and not what they might 
have done, and taxpayers had a right to 
defer receipt of the bonus. However, the 
case is remanded to the Tax Court for a 
the contract 


determination of whether 


had an ascertainable fair market value 
at time of receipt. Cowden, CA-5, 4 
12/61. 
Bonus includible in income when au- 
thorized even though used to purchase 
stock issued in following year. Contrary 
to taxpayer's contention, the court holds 
that a bonus formally awarded to tax- 
payer by his corporation in 1957 was a 
cash bonus to be reported that year. 
The 
purchase corporate stock which was not 
1958 did 
affect the requirement of reporting 
1961-101. 


fact that the bonus was used to 


authorized and issued until 
not 


the cash bonus. Turner, TCM 


Cash basis owner of interest in oil lease 
not in constructive receipt of income 
misappropriated by manager. ‘Taxpayers 
owned a working interest in an oil lease. 
They engaged a production manager, 
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and for his services gave him a one- 
fifth working interest in the lease. Under 
the terms of the agreement, the manager 
was to operate the lease and remit tax- 
payers’ share of the net income. Unbe- 
known to taxpayers, the manager as- 
signed the entire production to secure a 
personal loan and later became hope- 
lessly insolvent. As taxpayers were on 
the cash the court holds their 
share of the net income from the lease 
was not constructively received by them 
and therefore was not includible in 
their income. They are then not en- 
titled to deduct as a business bad debt 
the amount of such constructively re- 
ceived income which was applied by 
the manager in payment of his personal 
loans. Sowell, TCM 1961-115. 


basis, 


State income tax refund not taxable 
until Pursuant the Re- 
negotiation Act, the taxpayer had to re- 


received. to 
turn a portion of its profits for 1943. 
It filed in 1945 with Mississippi state in- 
1943 
the 
state income tax was not received until 


come tax authorities an amended 
income tax return. The refund of 
approval by the Attorney General of 
the State of Mississippi during the fiscal 
year 1946. The Government contended 
that the refund was income in the year 
1945 when the amended return was filed. 
Under the 
General is given the ultimate discretion 


Mississippi law, Attorney 
to approve or disapprove refund claims 
and until he exercised that discretion, 
the taxpayer's right to refund remained 
conditional and contingent. According- 
ly, this court holds that the refund was 
income to the accrual basis taxpayer in 
the fiscal year 1946, rather than in 1945 
as contended by the Commissioner. The 
cases of H. O. Boehme, Inc., (15 TC 
247), and Kenyon Instrument Co., Inc., 
(16 TC 732) were distinguished because 
the New York Franchise Tax Act spe- 
cifically allows a tax credit following a 
renegotiation of excess profits and does 
not provide that the allowance be sub- 
ject to the approval of any New York 
official, as does the Mississippi statute. 
Masonite Corp., DC Miss., 4/4/61. 


BASIS 


Bonuses were in effect stock bonuses to 
be valued on date issued. Bonuses were 
paid by checks which were delivered to 
the employees for their endorsement 
and thereupon exchanged for the em- 
ployer’s stock at par. The court notes 


that the two-step procedure accom- 


plished no more than if the stock itself 
had been initially issued to the em- 
ployees. Accordingly the bonus was a 
stock bonus and not a cash bonus. The 
employer’s deduction is therefore not 
equivalent to the face amount of the 
checks, but is limited to the lower fair 
market value on the date the shares were 
issued. Kershaw Mfg. Co. Inc., TCM 
1961-98. 


Bond premium amortizable on regular 
call price rather than special call price. 
During the tax year 1953, the taxpayers 
purchased bonds callable on 30 days 
notice. The bonds provided that they 
were subject to call at a regular price, 
but could be called at a lower special 
price under certain circumstances. The 
taxpayer sought to amortize the bond 
premium on the basis of the lower spe- 
cial call price rather than the general 
call price. Since it was extremely unlike- 
ly and unreasonable to anticipate that 
the bonds would be called at the lower 
special call price, the taxpayer was per- 
mitted to amortize the bond premium 
only on the basis of the general call 
price. The opinion specifically leaves 
open the question, however, as _ to 
whether a taxpayer might be entitled to 
use a special redemption price for com- 
puting amortization of bond premium 
if circumstances indicate the likelihood 
of a substantial call at the special price, 
and also leaves open the question of 
whether, having elected to amortize to a 
general call price, a taxpayer might be 
permitted a further deduction 
amortization if facts indicating the like- 
lihood of a call at the special price de- 
velop at a later date. Gourielli, CA-2, 
4/13/61. 


for 


EPT 


EPT relief denied; economic depression 
caused by competition is not unusual. 
A taxicab company expanded its fleet 
from seven to sixty at the beginning of 
its excess profits tax base period. Within 
the base period local legislation pro- 
hibited financially irresponsible taxicab 
operations, eliminating private vehicle 
owners who had taken away many of 
taxpayers fares. Taxpayer seeks excess 
profits tax relief on the ground that its 
business was depressed during the base 
period and that because of a change in 


its business, the two year “push back” } 


rule should apply. Although the court 
finds taxpayer’s business was depressed, 
it denies relief under Section 722(b)(2) 
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since the cause of the depression, compe- 
tition, was not something unusual. Re- 
lief under Section 722(b)(4) is also 
denied since the actual level of opera- 
tions and earnings were normal through- 
out the base period. Yellow Cab Co., 
Inc. 35 TC No. 91. 


IRS determination of value of house 
converted to rental upheld. The Tax 
Court upholds the Commissioner’s de- 
termination of the fair market value of 
a one-family house at the time it was 
converted into a two-family house, one 
part to be rented. For lack of proof of 
the items included in cost of conversion 
and proof that they applied to rental 
portion, the court adds the amount to 
the basis of the entire property. Hend- 
rick, 35 TC No. 128. 


OPERATING LOSSES 


Acquisition of loss corporation was for 
business purpose; Section 269 found in- 
applicable. All the stock of taxpayer, a 
loss corporation, was acquired by two 
individuals whose other business enter- 
prises badly needed land and buildings. 
The purchase of stock arose because the 
former stockholder would not otherwise 
part with his individually owned land 
and buildings. The purchase price for 
the stock was book value, but the for- 
retain certain 
inventory items which, as it turned out, 


mer stockholder was to 
exceeded the purchase price. Taxpayer 
immediately become profitable. The net 
operating loss carryover ciaimed was dis- 
269. The 
Court holds for the taxpayer. Tax eva- 


allowed under Section Tax 
sion or avoidance was not the principal 
purpose of the acquisition. The pur- 
chasers were unaware that taxpayer was 
a loss corporation until after the con- 
tract of sale. The presumption of tax 
avoidance because of the dispropor- 
tionate purchase price is rebutted by 
the evidence. The acquisition of tax- 
payer’s stock was for a bona fide business 
purpose. Baton Rouge Supply Co., Inc., 
36 TC No. 1. 


Net operating loss carryover denied for 
lack of proof. Taxpayer operated two 
businesses, a turkey processing plant and 
a turkey raising operation. Both proved 
unprofitable 1950 taxpayer 
turned over the assets of both businesses 


and in 


to a creditors’ trust together with all the 
books and records. For the years 1952 
1955 claimed net 
operating loss carryovers from the years 


through taxpayer 


1949 and 1950. The court disallows the 
carryovers on the grounds taxpayer 
failed to prove that he incurred a net 
operating loss in the earlier years which 
would be available for the years claimed. 
Stutsman, TCM 1961-109. 


WHEN IS IT DEDUCTIBLE 


Payment of a partner’s share of the loss 
not deductible. The taxpayer was in 
partnership with one Sparks. In 1946, 
the partnership was dissolved and the 
taxpayer paid all of the losses, although 
Sparks was to receive 30% of the profits 
and to sustain 30% of the losses. He 
claimed a deduction for a business loss 
in 1946 when Sparks refused to pay his 
share of the loss. Taxpayer in 1946 filed 
a suit against Sparks which was settled 
in 1951. The district court granted sum- 
mary judgment allowing the deduction; 
this court reverses, holding that the de- 
duction would not be allowable as to 
Sparks’ share unless the claim of in- 
demnification against Sparks appeared 
uncollectible in 1946. Kugel, CA-2, 4/ 
13/61. 


Accrual of vacation pay permitted. The 
taxpayer entered into a labor agreement 
whereby its employees who had been 
continuously employed for a period of 
one year prior to January |, 1945, would 
be eligible for a vacation with pay be- 
tween May I, 1945 and August 31, 1945. 
The labor agreement was entered into 
in 1944. The taxpayer sought to obtain 
deductions against its 1944 income for 
accrual of the vacation to be paid to 
employees in the succeeding year. This 
court permits the accrual. Masonite 
Corp., DC Miss., 4/4/61. 


INVOLUNTARY CONVERSIONS 


Conversion of condemned commercial 
office building to apartment houses not 
tax free. Taxpayers owned a large com- 
mercial office building which was con- 
demned. They then invested the con- 
demnation proceeds in several smaller 
apartment houses. The Tax Court holds 
the conversion is under 
Section 1033. The new property is not 


not tax free 
“similar or related in service or use” to 
the old property. The test is purely 
functional, and gives no weight to tax- 
payer’s purpose in acquiring the new 
property. Although the Federal circuit 
courts are in conflict on the use of the 
functional test, the Tax Court adheres 


to its position. on that. Congressional in- 


Accounting «+ 31 


tent, as evidenced by Subsection (g) of 
Section 1033, requires its use. [Section 
1033(g), effective in 1958, allows the new 
property to qualify if “of like kind” in 
real estate condemnations.—Ed.| Liant 
Record, Inc., 36 TC No. 21. 


Cost of constructing houses deductible 
in year of sale. Taxpayer (through mul- 
tiple corporations, which were ignored 
as sham) constructed homes in one year 
and sold them in the next. Taxpayer 
claimed construction expense deductions 
in the earlier year. The court upholds 
the Commissioner’s determination that 
to properly reflect taxpayer’s income the 
deductions are allowable only in the 
year of sale. Taxpayer did not suggest 
a method which would more properly 
reflect its income. Shaw 
Co., 35 TC No. 115. 


Construction 


Most of condemnation proceeds was for 
damages to remaining land though con- 
tract made no division. Under threat of 
condemnation the Ohio Turnpike Com- 
mission negotiated with taxpayer for a 
right of way cutting his farm almost in 
half. The appraisers recommended a 
$20,500 land and 
$2,700 for the damage. Other negotia- 


payment of for the 
tors used about these figures but the 
final contract made no allocation. The 
court, recognizing that most of the award 
was for the damage, allows $16,000 to 
be treated as a reduction of basis of the 
retained land. Beeghly, 36 TC No. 14. 


Exchange of stock effected by a business 
maneuver not an involuntary conver- 
sion. In the course of a dispute between 
two insurance groups, a settlement was 
effected whereby stock in one corpora- 
tion was exchanged for stock in another, 
both corporations having been formed 
by the two groups to write sub-standard 
business. The court holds the exchanges 
do not add up to a statutory “involun- 
tary conversion” but are the result of a 
the 
groups. The facts fall far short of estab- 


business maneuver between two 


lishing that any property was the sub- 
ject of “destruction,” “theft,” “seizure,” 
or “requisition or condemnation, or the 
threat or imminence” of requisition or 
condemnation. Accordingly, gain is 
recognized on the exchange. In comput- 
the ex- 
change by one of the transferors, the 


ing the amount received on 


court uses as such value the book value 
of the stock transferred, which was ac- 
quired shortly before the transfer. Hitke, 
TCM 1961-66. 
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Multiple corporations face disaster unless 


they have substantial business purpose 


by SHERWIN P. SIMMONS 


No longer is the Commissioner the habitual loser in the struggle between the 


taxpayers and the IRS over multiple exemptions and other tax benefits claimed by 


multiple corporations. Mr. Simmons reviews the increasing number of cases in 


which the IRS has been victorious and warns that without the most convincing proof 


of business purpose it is idle to expect separate entities to be respected. 


A S PRACTITIONERS RECALL, the Commis- 
sioner’s efforts under the 1939 Code 
to limit the tax advantages of mul- 


tiple business entities to transactions 


prompted by reasons other than tax 
minimization bore little fruit. 
His attempts to reallocate income 


among related taxpayers under Section 
45. of the 1939 Code usually resulted in 
taxpayer victories. His infrequent suc- 
cesses involved for the most part trans- 
substance which were 


actions without 


clearly undertaken for tax avoidance 
purposes. 

The of Section 45 
aggravated with the advent of World 
War II and new opportunities for tax 


avoidance through the acquisition of 


limitations were 


loss and excess profits 


credits. To cope with these problems, 
the Congress added Section 129 dealing 


corporations 


with acquisitions to avoid tax. 

Despite its broad sweeping language 
and the fond hopes of its proponents, 
the Tax Court administered a quick 
anesthesia to Section 129. In Alprosa 
Watch Corporation,’ the first case in- 
volving Section 129 to come before the 
Tax Court, the court observed, by dicta, 
that Section 129 did not apply to the 
acquired corporation but applied only 
to the acquirer. 

Under this theory, the acquired cor- 
poration was entitled to the benefit of 
its own losses, deductions, credits, and 
allowances. It was a simple task, there- 
fore, to shape the acquisition of loss 
corporations as downstream mergers in 
,which the acquired loss corporation, as 


the surviving corporation, could offset 
its losses and deductions against the in- 
come of the acquirer. The Tax Court 
continued to embrace this philosophy 
for more than a decade. 

The paralysis of Section 129 was ag- 
gravated by the Tax Court’s willing- 
ness to find that an appropriate busi- 
neéss purpose was the principal purpose 
of most questioned transactions,? and, 
even where tax considerations were ad- 
the 
Court found that a proper business 


mittedly important factors, Tax 
purpose existed for the acquisition.® 
Dissatisfaction with the decisions un- 
der Sections 45 and 129 prompted the 
Congress in 1951 to enact Section 15(c) 
of the 1939 Code. This section was ex- 
pressly designed to overlap the pro- 
visions of Sections 45 and 129; it denies 


and 


earnings credits to corporations created 


surtax exemptions accumulated 
by a split off and transfer of property. 
However, its addition to the tax laws 
did little to change the fortunes of the 
Commissioner. 


Advance Machinery Exchange 


It was shortly before the enactment 
of the 1954 Code that the tide started 
to turn against the taxpayer. From the 
vantage point of hindsight, we can see 
that the decision in Advance Machinery 
Exchange* was tne first significant re- 
versal in a long line of taxpayer vic- 
tories. 

In Advance Machinery, the Commis- 
sioner determined under Sections 22(a) 
and 45 of the 1939 Code that all of the 


income of three corporations and a sole 
proprietorship was taxable to one of the 
corporations. 

The taxpayer argued that Section 45 
was inapplicable because the Commis- 
sioner’s action effected a consolidation 
of income contrary to the applicable 
regulations.5 The Tax Court sustained 
the Commissioner under Section 22(a) 
and made no mention of Section 45. 
The Second Circuit, however, on ap- 
peal affirmed on the authority of Section 
45 and stated that unless such section 
r . tax evasion could 
be so complete as to make itself invul- 
nerable . . .”6 The court observed that 
the taxpayer’s argument would limit 
the application of Section 45 to those 
cases where some, but not all, of the 
income of related entities was properly 
attributable to one of them. 

Shortly after the decision in Advance 
Machinery, the 1954 Code was enacted. 
Sections 45 and 15(c) were carried over 
without amendment-to the 1954 Code as 
Sections 482 and 1551, respectively. Sec- 
tion 129 was also carried over to the 
1954 Code as Sections 269 (a) and (b). 

However, 


was applicable 


dissatisfac- 
tion with the effectiveness of the 1939 
Code provisions to combat tax avoid- 
ance through the use of multiple cor- 
porations was clearly manifest. 


Congressional 


A new Subsection (c) was added by 
the 1954 Code to Section 269. This sub- 
section establishes a prima facie pre- 
sumption that the principal purpose of 
an acquisition was tax avoidance if the 
consideration paid. upon an acquisition 
is substantially disproportionate to the 
total of the adjusted basis of the proper- 
ty acquired plus the tax benefits not 
available to the acquirer except as a 
result of such acquisition. 

There has been much discussion since 
its enactment as to what this presump- 
tion added, if anything, to the already 
existing presumption that the Commis- 
sioner’s determinations are correct. The 
proposed regulations state that the ef- 
fect of Section .269(c) is to give further 
weight to the presumption of correctness 
already arising from the Commissioner's 
determinations.7 

It is doubtful that the courts will ac- 
cord this new presumption any greater 
force than the Commissioner's usual pre- 
sumption of correctness. Therefore, 
where a taxpayer demonstrates that the 
principal purpose of an acquisition was 
not tax avoidance, both presumptions 
will fail.8 


In any event, Section 369(c) provides a 
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source of much controversy. Neither it 
nor the proposed regulations contain 
any definition of “substantially.” Simi- 
larly, there is no definition or guide for 
measuring ‘‘tax benefits’; and the calcu- 
lation of the consideration paid for the 
property will be difficult in acquisitions 
resulting from tax-free exchanges. 

That Congress was not satisfied with 
the Commissioner’s lack of success was 
made abundantly clear by the inclusion 
in the 1954 Code of two new sections, 
Sections 381 and 382, providing specific 
rules for dealing with the acquisition of 
After addition of 
men 


loss carry-overs. the 


these new sections, tax concen- 


trated on meeting their requirements 
little 
Section 269. 


and gave heed to the threat of 


382, 
the question has existed whether Section 


Since the enactment of Section 
382 and Section 269 are mutually ex- 
The 
cluded that they are not and has not 


clusive. Commissioner has con- 
included in the proposed regulations 
the statement that Section 269 may be 
applied to disallow a net operating loss 
carryover even though such. carryover 
is not disallowed (in whole or in part) 
under Section 382. 


Coastal Oil 


With the enactment of the 1954 Code 
and the clear evidence of the Congress's 
dissatisfaction with the decisions involv- 
ing multiple corporations, the courts ap- 
parently made a reappraisal of the 
statutes and the case law. 

In any event, the Commissioner's ef- 
life Section 269 
reached the sympathetic ear of the Court 


forts to breathe into 
of Appeals for the Fourth Circuit in 
Coastal Oil Storage Co..1° 

That case arose before the enactment 
of Section 15(c) of the 1939 Code and 
129. It in- 
volved the organization of a subsidiary 


was decided under Section 
by a parent corporation and the trans- 
fer of oil storage tanks to the subsidiary 
in exchange for its capital stock and a 
note. ‘The business purpose motivating 
the transaction allegedly was to separate 
storage business under Government con- 
tract from ordinary storage business. 
rhe court found that the major purpose 
was tax avoidance and that Section 129 
could be employed to deny the acquired 
subsidiary its normal surtax exemption 
ind minimum excess profits credit. The 
court agreed that the acquisition of 
going concerns for the purpose of ob- 
| taining their particular tax benefits was 


the major evil sought to be corrected 


by the enactment of Section 129; but 
the court observed that this section was 
also aimed at correcting the abuse of 
splitting up a business enterprise for 
the purpose of obtaining extra surtax 
exemptions. 

The court emphasized that Section 
129 was not directed at tax avoidance 
by the securing of a deduction, credit, 
or other allowance, but rather tax avoid- 
ance by securing the benefit of a de- 
duction which a person would not other- 
wise enjoy. 

Many advisers read the Coastal Oil 
decision as a Section 15(c) case and con- 
cluded that its threat to the Alprosa 
Watch theory was slight. 


Mill Ridge Coal 


However, with the decision of the 
Fifth Circuit in Mill Ridge Coal Co. v. 
Patterson,11 the thoughtful tax man was 
given additional support for concluding 
that the Alprosa line of cases were un- 
der strong attack and that Section 269 
was taking on new sail. The less wary 
minimized Mill Ridge because of the 
candid admission of the taxpayer that 
the sole purpose of the questioned ac- 
quisition was to secure a loss carryover. 

In Mill Ridge, the stockholders of 
the taxpayer, a “loss” corporation, sold 
their stock to new stockholders who 
immediately changed the taxpayer's busi- 
ness from coal mining to the sale of 
bunker oil and sought to carryover the 
the 


against the oil business profit. The new 


losses sustained in coal business 


stockholders admitted that the only pur- 


pose of the acquisition was to secure the 


“losses.” The district court had disal- 
lowed the carryover of the losses on the 
authority of Libson Shops, Inc. vw. 


Kohler!2 and specifically ruled that Sec- 
tion 269 was not applicable. On appeal, 
the the 
but Section 


decision 


269 


affirmed 
both 


circuit court 
that 
Libson Shops applied. 


said and 


British Motor Car 


Shortly before the Fifth Circuit’s de- 
cision in Mill Ridge, the Tax Court re- 
soundingly reafirmed the Alprosa doc- 
trine in British Motor Car Distributors 
Ltd.18 

In that case, a loss corporation en- 
gaged in the business of selling home 
appliances liquidated its assets at a 
loss. Its stock was then sold to new 
owners who used the corporation to 
operate a previous going automobile 
The 
sought to apply its loss carryovers from 


business. taxpayer corporation 


Corporation + 33 


[Sherwin P. Simmons is a member of 
the Florida bar and a partner in the 
Miami White, 


law firm of Fowler, 


Gillen, Humkey & Trenam.| 





the appliance business against the profits 
of the automobile business. The Com- 
missioner disallowed the carryover un- 
der the authority of Section 129 and 
Libson Shops. 

The Tax Court ruled Libson Shops 
inapplicable on the authority of the 
Supreme Court’s footnote in Libson 
Stating that it was not passing on the 
Alprosa line of cases where a single 
corporate taxpayer changes the character 
of its business and applies the taxable 
income of one of its enterprises against 
the deductions of another.14 

With regard to Section 129, the Tax 
Court reaffirmed its position by stating 
that it the un- 
ambiguous terms of Section 129 that it 


is manifest from 


applies only to the acquiring corpora- 
tion.”15 The court concluded that, as 
the taxpayer was the acquired corpora- 
tion, Section 129 had no application. 

On appeal, the Ninth Circuit reversed 
the Tax Court and repudiated the 
Alprosa doctrine. The court was quick 
to point out that there was no business 
purpose to the acquisition and that the 
sole purpose was to obtain che henefit 
of the loss carryover. 

Significantly, the court observed that 
the persons who acquired the taxpayer 
corporation did so to secure for them- 
selves a real tax benefit through the 
acquisition which they could not other- 
wise have realized. The court concluded 
that Section 129 is expressly concerned 
with the “persons” who acquire control 
must be 


recognized that such persons, themselves, 


of a corporation and that it 


have a significant existence or entity 
apart from the corporation they acquire. 
Any other conclusion, the court stated, 
would ignore the clear demands of Sec- 


‘11 TC 240 (1948). 

* Alcorn Wholesale Co., 16 TC 15 
W.A.G.E., Inc., 19 TC 249 (1952). 

% Berland’s Inc. of South Bend, 16 TC 182 (1951). 
*8 TCM 84 (1949), aff'd 196 F.2d 1006 (2nd Cir. 
1952). 

5 Reg. 111, Section 29.45-1(b). 

®196 F.2d 1006, 1009 (2nd Cir. 1952). 

7 Proposed Regs. Section 1.269-5. 

5 Baton Rouge Supply Company, Inc., 36 TC — 
(1961). 

* Proposed Regs. Section 1.269-6. 

10 242 F.2d 396 (4th Cir. 1957). 

11 264 F.2d 713 (5th Cir. 1959). 

12 353 U.S. 382 (1957). 

13831 TC 437 (1958), rev’d 278 F.2d 392 (9th Cir. 
1960). 

14 Footnote 9, 353 U.S. 382, 388 (1957). 

15 31 TC 437, 440 (1958). 


(1951); 
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tion 129 and would limit, contrary to 
the intent of Congress, the application 
of that section to “corporate acquirers.” 

Lastly, the court turned aside the Tax 
Court’s observation that the benefit to 
the stockholders (as distinguished from 
that to the corporate taxpayer) is too 
tenuous to bring this section into play 
by stating that “tenuous or not, it is 
the benefit which actuated these per- 
sons in acquiring this corporation and 
is thus the very benefit with which this 


section is concerned.’’16 


Aldon Homes 
The 
Court might 
Alprosa came in Aldon Homes, Inc.17 
Three individuals formed a corpora- 
tion to subdivide and construct a large 
housing development. After construc- 
tion was started, fifteen new alphabet 
corporations were formed to take over 


that the Tax 


leaning away 


first indication 


be from 


the complete construction. One or more 
of the incorporators of the original cor- 
poration controlled each of the new cor- 
porations. The alphabet corporations 
bought the lots from the original cor- 
poration and completed construction. 
Each of the alphabet corporations paid 
building other 
costs and conveyed title to the pur- 


fees and construction 


chasers of the houses. The entire tract 
was advertised as a single development 
and the sales were handled through a 
single realty company. Separate books 
and bank accounts were maintained for 
each of the corporations, but all of the 
corporations were located in the same 
office and shared a common office staff. 


Each corporation issued bonds and 
worked out an elaborate agreement 
with the bondholders whereby the 


profits would be split 50/50 between the 
stockholders and the bondholders. 

The 
the income of all the corporation was 
taxable Aldon 
Section 22(a) of the 1939 Code, stating 


Commissioner determined that 


to Homes, Inc. under 
that the sixteen alphabet corporations 
were to be disregarded as corporate en- 
alternative, the Commis- 


the 


tities. In the 


sioner determined that income of 


the alphabet corporations was attribut- 
able to Aldon Homes, Inc. under Sec- 
15. 


The Tax Court concluded that there 


tion 


was no substantial business purpose for 
the formation of the alphabet corpora- 
tions and that they did not engage in- 
dependently in any substantive business 
activities. The court said that a separate 
corporation to be recognized for tax 
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purposes must be a “viable business 
entity, that is, it must have been formed 
for a substantial business purpose or 
actually engaged in substantive business 
activity; . . . [and] escaping taxation is 
not a substantive business activity.”18 
The court concluded that all of the in- 
come of the alphabet corporations was 
taxable to Aldon Homes, Inc. under 
Section 22(a) and that it was unneces- 
sary to discuss the applicability of Szc- 
tion 45. 

The taxpayer corporation argued that 
the alphabet corporations were real, 
viable business entities and not mere 
tax shams. It suggested that the develop- 
ment of the property through sixteen 
corporations served the following busi- 
ness purposes: 

1. It enabled an avoidance of a pos- 
sible claim against the entire tract in 
the event one portion was a_ business 
failure; 

2. It limited possible tort liability; 

3. It eased the handling of mechanics’ 
liens; 

4. It facilitated the attraction of cap- 
ital by reducing corporate taxes and 


thereby increasing the return to in- 
vestors. 
The Tax Court stated that the “al- 


leged business purposes” impressed it 
simply as a “lawyer’s marshalling of pos- 
sible business reasons that might con- 
ceivably have motivated the adoption of 
the forms here employed but which in 
fact played no part whatever in the 
utilization of the multiple corporate 
structure.’’19 

The court pointed out that any pos- 
sible claims against the development 
were covered by adequate insurance; 
that stockholders had the benefit 
of the “corporate shield”; that the ex- 
fifteen 
shields” was at best of minimal business 


the 


istence of more ‘corporate 
significance; and that the agreement by 
the the 


profits 50/50 with the investor group 


management group to share 
meant that any general or tort claim 


would be spread over the entire tract. 


The “mechanics’ lien” argument was 
dismissed as “make weight” and the 


contention that capital can be attracted 
by reducing corporate taxes through the 
multiple corporate struciure also failed 
as a substantial business purpose. 

Three judges concurred with the ma- 
jority opinion but, suggested that the 
should have been based 
Section 45 and Advance Machinery Ex- 
change, supra. 

Complete repudiation of the Alprosa 


decision on 


doctrine occurred in Thomas E. Snyder 
Sons Co.20 The basic facts in Snyder 
were similar to those in British Motor 
Car, except that the taxpayer in Snyder 
attempted to establish a business pur- 
pose for the acquisition. Facing squarely 
the decisions of British Motor Car, 
Coastal Oil and Mill Ridge Coal, the 
Tax Court confessed for the 
reasons stated by the Ninth Circuit in 
British Motor Car and reversed its prior 
position based on Alprosa Watch. 


error 


James Realty 


Shortly thereafter, the Eighth Circuit 
in James Realty Co.*1 got on the band- 
wagon. Mill Ridge, British Motor Car, 
and Snyder represented successes for the 
Commissioner in the area of acquisitions 
of loss corporations. Coastal Oil repre- 
success for the 


sented Commissioner 


where an existing corporation was split | 


up. James Realty involved for the first 
time the application of Section 269 to 
deny the surtax exemption to new cor- 
porations formed by an individual. 

In this case, an individual formed nine 
real estate development companies, one 
of which was James Realty. The indi- 


vidual also owned a construction com- | 


pany and a sales corporation. Each of 


the nine development corporations con- | 


tracted with the construction company 
to build homes on the land owned by 
the development corporations and after 
the the 
houses were to be sold by the sales cor- 


completion of construction, 
poration. 

The taxpayer acquired its land from 
the Later 
the taxpayer did acquire some land 
from an affiliated corporation. 


individual stockholder. 


The Commissioner disallowed the sur- 


tax exemption and excess profits credit! 


under Sections 129 and 15(c). 
that 
was no real business purpose for the 


The district court found there 
creation of the taxpayer corporation and 
that it 
pendent activities of a nature different 


derived no income from inde- 
from those of the construction corpora 
tion and the sales corporation; that the 
principal purpose of the acquisition ol 
the taxpayer corporation by the indi 
vidual was tax avoidance by securing 3 
surtax exemption and an excess profits 
credit which he 
enjoy. The court rejected the Alpros 


would not otherwise 


line of cases and flatly ruled that Sec/ 
’ 


tion 129 applied to the acquired cor] 
poration. 
The court of appeals affirmed and 


i 
I 


noted with approval the Tax Court's de 
f 


on, | 
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cisions in Aldon Homes and Snyder. 
It is interesting to note that the Eighth 
Circuit read Aldon Homes as a Section 
45 case. 


Turner-Moore 


Despite James Realty and Aldon 
Homes, a West Texas district court sus- 
tained the separate incorporation of 
twenty-four gas stations in Turner- 
Moore No. 22.22 Each corporation was 
owned 50% by the Turner family and 
50% by the Moore family. Prior to the 
incorporation, the stations were operated 
by a partnership consisting of Turner 
and Moore. 

The contended that valid 
business reasons existed for the forma- 


taxpayer 


tion of each corporation, such reasons 
being (1) to limit the present and future 
personal liabilities of Turner and 
Moore; (2) to protect the assets of each 
corporation from the liabilities of the 
other corporations; and (3) to protect 
the businesses against possible losses in 

The court agreed that these 
were sufficient; 


gas wars. 
reasons however, in 
reaching its conclusion, it neither cited 
nor distinguished any case. 

It is the 


doubtful that 


Tax Court 
would have found the suggested business 
purposes in Turner-Moore sufficient to 
sustain the separate corporations in view 
of its Aldon 


Construction 


decisions in Homes and 


most Co.28 


recently Shaw 


Shaw Construction 


Shaw Construction Co., a corporation 
all of whose capital stock was owned 
by Harold L. Shaw and his wife, Martha 
J. Shaw, was incorporated in 1946 and 
engaged in the general contracting busi- 
ness, constructing single family  resi- 
dences on large subdivided tracts in the 
Los Angeles area. In 1950, Shaw began 
forming multiple corporations in which 
the two Shaws owned 79% to 100% 
of the stock and were the principal 
ofhcers and directors. These multiple 
corporations were formed to take title 
to unimproved lots in tracts which Shaw 
had arranged to acquire and develop. 


These corporations, with a capital of 
$100 each, 


tion 


then entered into construc- 


contracts with Shaw Construction 
Co. to build houses on the lots at fixed 
prices. Shaw obtained construction loans 
for the multiple corporations and im- 
mediately the proceeds to 
Co. He ob- 
tained VA approval of the houses for 
sale to veterans. Shaw Construction Co. 
constructed 


assigned 


Shaw Construction also 


1,723 houses on the lots in 


18 tracts under this arrangement during 
its two fiscal years ending in 1952 and 
1953. The houses and lots were sold 
through real estate brokers by the multi- 
ple corporations. The multiple corpora- 
tions had no separate offices, no em- 
ployees, no payroll, no furniture or 
equipment and their separate books 
were kept by the employees of Shaw 
Construction Co. Shaw Construction 
Co. and each of the 88 multiple cor- 
porations, and three trusts involved in 
these transactions reported net income 
of less than $25,000 in each of the fiscal 
years involved. Neither the Shaws nor 
Shaw Construction Co. had any interest 
in two of these corporations nor in the 
three trusts. 

The determined that 
the entire net income from the develop- 
ment and sale of the properties in- 
volved earned by all 88 corporations, the 
three trusts the indi- 
vidually was attributable to and _ tax- 


Commissioner 


and by Shaws 
able to Shaw Construction Co. under the 
provisions of Section 22(a); or, in the 
alternative, if the multiple corporations 
were recognized as entities, 
their gross income and deductions were 
nevertheless Shaw Con- 
struction Co. under Section 45. In the 
further the Commissioner 
determined that if the net income was 


taxable 
allocable to 
alternative, 


taxable to the multiple corporations, 
only one surtax exemption and excess 
profits credit should be allowed for all 
the corporations (1/88th to each) under 
the provisions of Sections 14(c), 45 or 
129. 

Shaw Construction Co. tried to justify 
the existence of the multiple corpora- 
tions along lines similar to those ad- 
vanced by the taxpayer in Aldon Homes, 
Inc. the 
that the multiple 


However, Tax Court found 


corporations were 
mere paper corporations that existed in 
form only for the purpose of obtaining 
tax benefits; and, therefore, the income 
was taxable to Shaw Construction Co. 
However, the Tax Court refused to 
permit the income earned by the Shaws 
individually to be taxed to Shaw Con- 
struction Co., observing that the reasons 
for allocating the income of the multi- 
ple corporations to Shaw Construction 
Co. were not applicable there. The court 
specifically pointed out that Shaw as an 
individual was a taxable entity and not 
The that Shaw 
performed a large amount of the activi- 
ties which produced the income in 
question. Similarly, the Tax Court de- 
nied the Commissioner’s determination 


a sham. court noted 
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Vs 


that the income of the two corporations 
and three trusts, all strangers to the 
Shaws and Shaw Construction Co., was 
taxable to Shaw Construction Co. 


Summary 


No longer can tax advisers point with 
glee to Alprosa Watch; sneer at the 
faint suggestion that Sections 269, 482, 
and 1551 are threats; or smugly smile 
at a transaction “well dressed’’ with 
business purposes. Gone are these com- 
fortable old shoes and in their place 
confusion reigns. 

No longer are the courts reluctant to 
impose their business judgments on 
those of the management of taxpayer 
corporations. No longer are the courts 
hesitant to consider the business prac- 
ticalities of proffered business reasons. 
No longer are the courts loathe to recog- 
nize a lawyer’s “window dressing” for 
what it is. 

British Motor Car, Mill Ridge and 
Snyder require a substantial business 
purpose for the acquisition of a loss 
corporation; Coastal Oil, Aldon Homes 
and Shaw Construction Co. require sub- 
stantial business purpose for the split-up 
of an existitng corporation and_ the 
transfer of assets to a newly created cor- 
poration; and James Realty demands a 
substantial 


business for the 


transfer by an individual of assets to 


purpose 


newly formed multiple corporations. A 
substantial business purpose then is the 
key to success for multiple business en- 
tities—but what is a “substantial busi- 
ness purpose.’’? 

Turner-Moore suggests that geograph- 
ical separation is persuasive—Shaw Con- 
struction Co. questions this. James Real 
ty and Aldon suggest that the 


independent activity of each corporation 


Homes 


is important. 

About all that can be safely said is 
that all multiple corporate 
ments are now suspect. If tax considera- 


tions play a 


arrange- 


part in motivating the 


transaction, specious or partially true 


business purposes will not carry the 


day. On the other hand, if sound busi- 
ness purposes prompt a transaction, the 
tax adviser should be prepared to prove 
his case. “s 


16 278 F.2d 392, 395 (9th Cir. 1960). 
17 33 TC 582 (1960). 

18 Td. at 597. 
19 Td. at 598. 
20 34 TC 400 
1961). 

21 280 F.2d 394 (8th Cir. 1960). 
22 F.Supp. — (DC Tex. 1960). 
335 TC — (1961). 


(1960), aff'd — F.2d — (7th Gir. 
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Acquisitions and qualified pension plans; 


studies on corporate take-overs 


by WILLIAM T. HARRISON 


Provisions of qualified pension and profit-sharing plans can bring grief to cor- 


porations acquired in merger or other combinations, and even sometimes to the 


acquiring corporation. Careful study of all plans operated by all corporations party 


to a corporate acquisition are strongly recommended: this 


case studies illustrating the necessity for 


B ECAUSE BOTH PARTIES to a corporate 
acquisition are so preoccupied with 
major details of the transaction—price, 
assets to be transferred, liabilities to be 
other such 


little. or 


assumed, and imperative 


aspects—very often, not atten- 


tion is paid to one aspect of the 


transaction which could involve sub- 


stantial future costs and liabilities to 


the acquiring company, and unexpected 
tax results to employees. I refer to 
qualified pension or profit sharing plans 
of both the acquiring and acquired 
companies. A few hours spent on this 
aspect of the transaction prior to its 
few amendments 


still 


completion, and a 


made while there are officials in 
existence empowered to amend such a 
plan, may avoid costly headaches which 
develop when it is realized that it is 
too late to remedy a heretofore un- 
recognized problem. 

of 


some of the difficulties which may arise, 


Instead discussing in a vacuum 
four case studies are presented below 
which illustrate specific problems in- 
volving pension and profit sharing plans 
the 


available 


and their solutions, or solution 


which would have been had 


the problem been recognized sooner. 


Case I: needless ordinary income 


Company P acquired all of the voting 
stock of Company Y with the intent of 
merging Y into P to secure a step-up 
in basis of assets. Y’s fiscal year ended 
30, P’s $1. The 


merger was to take place on October 


June on December 
15. Y had a qualified profit sharing plan 
to which all employees were eligible. 
P had no plan and decided that Y’s plan 
would be terminated shortly after the 
merger. 

We urged that a copy of the trust 
indenture of Y’s profit sharing plan be 
studied while the Profit 
and Board of Direc- 


secured and 


Plan Committee 


tors of Y could still act prior to October 


article describes four 
advance planning. 
15 to amend the 


biguities or take action on other points 
which seemed desirable in view of the 


plan to clear up am- 


proposed termination of the plan. 

The representatives of P Company 
decided they were too busy on other 
details. As a result, no attention was 
paid to Y Company’s plan until after 
the merger and termination of the plan. 

Then it was discovered that the plan 
contained no definition of a fiscal year. 
The plan was ambiguous as to whether 
a contribution based on profits realized 
for the period July 1 to October 15 was 
required. P’s legal counsel decided that 
a contribution was necessary. 

Further, the plan had been initiated 
when salary stabilization was in exist- 
ence, and it had not been subsequently 
modified 
that 
could be made only over a_ ten-year 


to remove the requirement 


any distribution from the plan 
period. As a result, distributions because 
of the termination were taxable to the 
participants as ordinary income. 

Had Company P acted timely 


advice given to it, the ambiguity as to 


on the 


the fiscal year could have been clarified 
by an amendment. Also the Plan Com- 
mittee could have been given authority 
to decide whether a lump-sum distri- 
bution or payment over a period of 
years would be made to each partici- 
pant by appropriate amendment. 


Case II: many changes required 


Company P 
the 
change for P’ 


was to acquire all of 


net assets of Company A in ex- 


s voting stock. (A new 
company was formed to which P would 
transfer all of the assets acquired from 
A.) Included in A’s assets was 100% 
of the stock of Company B, which was 
to continue its existence. 

A and B had fiscal years ended June 
30; P and the newly-formed company 
were on a calendar year basis. Compan- 
ies A and B had a profit sharing plan 


based on consolidated net profits. Com- 
pany P had a pension plan. After the 
acquisition which was to take place on 
October 20, the profit sharing plans 


‘of A and B were to be terminated. 


Based on the experience in Case I 
above, we insisted that representatives 
of Companies P and A consider prob- 
lems raised in the pension and _ profit 
sharing plans of P, the newly-formed 
company, A and B because of the ac- 
quisition, and termination of certain of 
the plans. 

As anticipated, a number of prob- 
lems existed. The problems and their 
solutions worked out with legal counsel 
are tabulated in the following: 


As to Company A 
Problem I. No provision was made 
for 100% 
mination of the plan. 
Appropriate 


vesting in the event of ter- 
Solution. amendment 
made. 

Problem II. A fiscal year was not de- 
fined in the plan and there was a ques- 
tion as to whether a contribution would 
be required from A based on consoli- 
dated net profits from July 1 to Octo- 
ber 19. 

Solution. Amendment made to plan 
defining fiscal year as a twelve-month 
period ending June 30. 

Problem II, The plan made no speci- 
fic provision for the timing of payments 





to be made to participants in the event | 
of termination of the plan. Representa- 


tives of A had planned to inform par- 
ticipants they could elect a lump-sum 
payments or a spread over a ten-year 
period, and that either would qualify 
for capital gain treatment. 

Solution. The Company was informed 
that if participants elected a ten-year 
payment in all probability they would 
be taxable on the discounted value of 
future payments as ordinary income in 
the year of termination of the plan. In- 
stead, the plan was amended to give 
the Profit Sharing Plan 
authority to make a lump-sum distribu- 


Committee 


tion or over a. period not to exceed 
five years to each participant in the 
event of termination of the plan. 


As to Company B 


Problems I and II and solutions were 
the same as in Company A. 

Problem III. Since there was a ter- 
mination of employment, any distri- 
bution would be taxable as ordinary | 
income. 


Solution. By amending the plan 
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whereby the Profit Sharing Plan Com- 
mittee was given authority to make a 
lump-sum distribution or over a period 
not to exceed five years in the event of 
termination of the plan, the tax im- 
pact could be softened. 


As to Company P 

Problem I. Since employees of Com- 
pany B and the newly-formed corpora- 
tion to replace Company A would be- 
come participants of P’s master pension 
trust, would they be credited with past 
service while with Company A or B? 

Solution. A reading of P’s trust in- 
denture indicated that no such past 
service would be credited. This was de- 
sirable because A and B had had a 
profit sharing plan. 

Problem II. There was to be future 
transfer of personnel between P, B and 
newly-formed corporation to replace A. 
Under P’s plan, such a transfer would 
be treated as a termination of service. 
As a result, distributions of benefits and 
possible forfeitures would be involved. 

Solution. Amend P’s plan to define 
a subsidiary and an affiliated company, 
and to provide that transfers of partici- 
pants between such companies would 
not constitute a termination of employ- 
ment, and further that years of service 
would not be interrupted and that the 
amount of funding accumulated would, 
in effect, follow along with the partici- 
pant on each transfer. 

Since B Company.and the newly- 
formed company were to adopt the 
master pension trust indenture of P, 
the above-described features would auto- 


matically become a part of their plans. 


Case III: ordinary income avoided 


Company P planned to acquire the 
net assets of Company A for its voting 
stock. The net assets were to be trans- 
ferred to a newly-formed corporation 
B. Company A was to be liquidated im- 
mediately after the transfer. 

Companies P and A each had pension 
plans which were quite dissimilar. It 
was planned that Company B_ would 
continue Company A’s pension trust. 

We were quite familiar with A’s plan. 
Che attention of legal counsel for both 
parties was directed to a provision that 
if the company ceased to exist or went 
out of business for any reason the plan 
was terminated and distributions were 
to be made to participants. 

rhe plan was immediately amended 


© provide that it would not terminate 


it vere adopted by a successor com- 


Mr. Harrison, a certified public ac- 
[ , 

countant, is a partner in the accounting 
firm of Arthur Andersen & Co.} 





pany, and a definition of successor com- 
pany was provided. Company B adopted 
Company A’s pension plan the day be- 
fore the transfer of net assets. 

Had there not been insistence on a 
timely decision on the pension plans 
involved, the plan of A could have ter- 
minated inadvertently with 
distributions to participants. 
None of the parties to the acquisition 
wanted, as it developed, such a result. 


resultant 
taxable 


Case IV: timing affects cost 

Company P planned to acquire the 
net assets of Company A for its voting 
stock. Company A was then to be liqui- 
dated so that, in effect, it would become 
a division of P. Both companies were 
on a calendar year basis. 

Each company had a pension trust 
the 
other. The timing of the transactions 
was such that a detailed study could 
not be made to determine whether the 
division’s plan should be continued or 
whether it should be 


which was quite different from 


terminated, and 
P’s plan used. 

It was decided that A’s plan would be 
adopted by P on the date of transfer of 
assets and that it would be continued 
until the detailed study referred to in 
the preceding paragraph could be made. 

P filed 
states, A in only a few. It happened that 


income tax returns in many 
in the year of the acquisition, both com- 
panies were subject to excess profits tax. 

Company A could have made a con- 
tribution to the pension plan prior to 
the date of acquisition of its assets or 
Company P could have done so after 
the date of acquisition since the closing 
date of the 
just before December 31. 


transaction was to occur 

It was pointed out to representatives 
of Company P that it was possible there 
could be substantial tax benefit in Feder- 


al or state taxes, dependent on which 





No ruling on transfers to real estate 
trusts. The IRS announces Rev. 
Rul. 60-6 (1960-1 CB 880) will be 
amended to the effect that no rulings 


that 


will be issued under Section 351, on the 
taxability or non-taxability of transfers 
of appreciated real estate to a newly or- 
ganized real estate investment trust in 


New corporate decisions this month 
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entity made the contribution and, 
therefore, was entitled to the deduction. 
A study was recommended which could 
be easily completed before the date of 


transfer of assets. 


Always read the plans! 


The main point of this article is sim- 
ple. Representatives of all parties to a 
proposed acquisition should read care- 
fully all pension or profit plans involved 
long before the acquisition is to be 
concluded. There will then be ample 
time to clarify ambiguities in the plans 
through appropriate amendments. The 
section on termination may be ex- 
panded so as to provide appropriate 
procedure for the expected future of 
each particular plan after the acquisi- 
tion. To be more explicit, if a plan is 
to be terminated the method of deter- 
mination of amounts to be distributed 
to participants can be expanded. Also, 
some thought may be given to the tax 
impact of the distribution to partici- 
pants, and to action by amendment such 


as establishing a committee, if none 
exists, to determine whether an _ indi- 
vidual participant shall be paid a 


lump-sum or over a period of years. 

On the other hand, if the plan makes 
no provision for its adoption by a suc- 
cessor company, such a change can be 
made. 

At times, the definition of the profit 
on which a contribution to a_ profit 
sharing plan is based is very generai, as 
well as being indefinite as to whether 
a contribution is required for an ac- 
counting period of less than a year. An 
opportunity exists to clarify all such 
points by appropriate amendment. 
Obviously, the case studies presented in 
this article do not cover all possible 
problems which may arise in a given 
situation. However, I hope that they 
will serve to stimulate and alert practi- 
tioners in this problem area so that ap- 
propriate preventive steps may be taken 
to avoid what may be an unexpected, 
expensive liability. Bs 


exchange for the latter’s stock. TIR 312. 


No interest allowed; transaction was 
sale of stock. The taxpayer-corporation 
needed $50,000 to repurchase a franchise 
granted to a third party. The stock of 
the corporation was then selling at $3 


per share. Two men purchased 16,666 
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shares from taxpayer at that price, pur- 
suant to a contract under which at their 
option they could cause the corporation 
to repurchase the 16,666 shares by a 
certain time at $4.50 per share. Upon 
stock, the 
interest deduction for 


repurchase of the corpora- 
tion claimed an 
an amount greater than the difference 
between the sales price of $3 per share 
and the purchase ‘price of $4.50 per 
that the 
was a loan was not, according to the 


share. Evidence transaction 
opinion, convincing in view of specific 
statements in the depositions of the 
parties and specific recitals in the instru- 


ment. Accordingly, the court holds that — 


deduction is allowable. 
Parking, Inc. DC Wash., 


no interest 
Pigeon-Hole 


2/16/61. 


Advances to failing corporation were 
not loans; bad debt deduction denied. 
The taxpayers, stockholders of a corpo- 
ration, advanced approximately $98,- 
000 to protect their original capital in- 
vestment of $5,000. The advances were 


not evidenced by written instruments 
and no interest was paid or accrued on 
the books of the corporation. No date 
or schedule of repayment was established 
and only 


Each 


a minor repayment was ever 


made. vear of continued opera- 


tions resulted in increasing deficits, pre- 
cluding reasonable hope that any sub- 
stantial portion of the advances could 
The 
the stated price of their 


ever be returned. taxpayers sold 
the stock 
original capital investment and assigned 
the receivables for $20,000, claiming a 
fully 
of approximately $78,000 on the sale of 
The 


rected in favor of the Government a ver- 


deductible business bad-debt loss 


the receivables. district court di- 


dict that the loss is from the sale of a 
capital asset. This court affirms. The 
evidence showed that the funds were 
advanced by the taxpayers to protect 


and expand the original capital invest- 
ment. The taxpayers placed those funds 
at the risk of the success of the venture. 
Further, even if it assumed that the ad- 
vances were loans or debts, the advances 
could not be charged off as business bad- 
debts because the receivables were not 
charged off on the books and records of 
the taxpayers prior to the sale. Tax- 
payers are not entitled to a bad-debt de- 


duction when the debt is no longer 


owned. Wachovia Bank & Trust Co., 


CA-4, 3/28/61. 


Debenture bonds found to be equity 
capital and not indebtedness. Taxpayer 
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is engaged in the business of lending 
money to finance tap rooms and cocktail 
lounges. He borrowed up to the hilt 
from banks, pledging all the collateral 
that was available to him. It required 
substantial amounts of additional money 
which were not available through or- 
dinary channels. It therefore issued 7%, 
five-year registered debenture bonds to 
its sole stockholder and his wife who 
supplied the additional funds. Although 
the instruments bore a maturity date 
they were not paid, and payment there- 
on has.in effect been extended indefin- 
itely. The court holds the investment 
in the debentures was one that was in- 
tended to ride with the ups and downs 
of the venture, and was not a bona fide 
any event. 
payments on the debentures were there- 


debt payable in Interest 


fore in fact dividends and nondeduct- 
ible. P. M. Finance Corp., TCM 1961- 
108. 


Real estate corporation can’t deduct 
finders fee paid to principal investors. 
An arrangement between a corporation 
and its principal stockholders whereby 
the corporation agreed to pay the stock- 
holders a “‘finder’s fee” for locating the 
principal asset of the corporation is 
held not to be a payment in considera- 
tion for any services rendered, but rather 
a nondeductible distribution of corpo- 
rate profits. Since the stockholders were 
themselves the major investors, the court 
notes that if it were considered that they 
rendered any service, such service would 
be in effect a service rendered principal- 
ly to themselves. Thus it was not deem- 
ed necessary for the corporation to 
agree to pay the stockholders any fee. 
Darco Realty Corp., TCM 1961-110. 


Unsecured note given upon incorpora- 
tion is property within meaning of Sec- 
tion 351. In return for the assets of a 
wholesale grocery business transferred to 
a corporation, taxpayer received stock of 
the corporation and a “notice of in- 
debtedness” in the amount of $49,000, 
which notice was unsecured, drew no 
interest, and entitled taxpayer to draw 
funds from the corporation at will. A 
year later, when it was discovered that 
the incorporation might not be en- 
tirely tax-free, an antedated debenture 
bond which related back to the time of 
the incorporation was prepared by the 
attorney. The court holds the notice of 


indebtedness was “other property” and 
not a “security” within the meaning of 
Section 351(b) so that gain is recognized 


on the incorporation in an amount 
equal to the value of the goodwill trans- 
ferred. Turner, TCM 1961-101. 


Surtax exemption lost for 86 controlled 
real estate corporations. A corporation 
which constructed homes on subdivided 
tracts was wholly owned by a husband 
and wife. They formed and controlled 
86 other corporations with a capital of 
$100 each. These corporations took title 
to the land and entered into construc- 
tion contracts with the main corpora- 
tion. The husband obtained loans for 
the corporations, which immediately 
assigned the proceeds to the construc- 
tiontion corporation. Each of the corpo- 
rations had a net income of less than 
$25,000. The court holds that the in- 
come of all the corporations is properly 
taxed to the construction corporation. 
The multiple corporations are to be dis- 
regarded as shams. They had no offices, 
employees, or equipment, and performed 
no business activities; their only reason 
for existence was to obtain tax bene- 
fits. However, the separate entities of 
two other corporations and three trusts, 
not controlled by the husband and wife, 
and a partnership are recognized. Shaw 
Construction Co., 35 TC No. 115. [See 
also page 35 this issue. Ed.| 


Separate entity of subsidiary cannot be 
ignored. A parent corporation trans- 
ferred certain real estate to a subsidiary 
in exchange for all of the subsidiary’s 
capital stock. The subsidiary then pro- 
ceeded to sell the land and report capi- 
tal gains on the sale. The Government 
endeavored to ignore the separate status 
of the suhsidiary and to tax the gain 
to the parent. The record indicated that 
the subsidiary functioned as a separate 
corporation in the management, con- 
trol, and sale of the land, apart from the 
activities of the parent. The separate 
corporate entity of the subsidiary can- 
not be ignored. Loans and Service, Inc., 
DC Ohio, 3/30/61. 


Accumulated earnings tax levied; expan- 
sion purpose not proved. Two corpo- 
rations whose stock was held almost en- 
tirely by one individual were engaged in 
the metal cabinet business. In 1947 both 


corporations adopted resolutions creat- | 


ing various reserves amounting to a 
total of about $2 million primarily for 


self insurance and contemplated expan: | 


The Commissioner determined 
that both corporations were used during 


sion. 


the years 1952-1954 to avoid tax on its 





=e ss OUShClU 


= oO 


al 


wl 
di 
ph 


col 


ari 
det 
Th 
sio 
fail 
sali 
the 
the 
sior 
has 
righ 





uc- 
po 
an 
in 
rly 
on. 
dis 
ces, 
ned 
ison 
ene- 


. ot 


ot be 
rans 
diary 
iary $ 

pro 
capi 
ment 
status 
gain 
d that 
parate 

con 
ym. the 
parat 
Yy can 


e, In 


expan 


corpt 
10St CI 


aged 1 


47 bot! 


) 
l 


h 


s creal 


to 


o 
=] 


irily for 


l expa 


ermined 


1 during 


x on 


its 


shareholders by accumulating earnings 
unreasonably and he assessed the pen- 
alty tax. The Tax Court sustained the 
Commissioner, holding that taxpayers 
did not shift the burden of proof under 
Section 534 (which shifts the burden 
of proof to the Commissioner when tax- 
payer files the requisite statement) on 
the question of reasonableness of the 
accumulation since the facts submitted 
in taxpayer's Section 534 statement were 
not sufficiently detailed to support the 
grounds relied on in such statements. 
The Tax Court found that the con- 
templated expansion was not supported 
by plans, or by a course of conduct di- 
rected to expansion and, in fact, no 
expansion took place. This court affirms. 
It finds the Tax Court’s conclusion sup- 
ported by the record, and so finds it un- 
necessary to decide the burden of proof 
issue. American Metal Products Corp., 
CA-8, 3/29/61. 


Gain, followed by liquidation in 1954, 
not recognized. Section 392 of the 1954 
Code provides a special rule permitting 
nonrecognition of gain on a corpora- 
tion’s sale of assets in 1954 if liquida- 
is completed by December 31, 
1954. This rule is a transitional one, and 
is not subject to the limitations of Sec- 
tion 337 which governs this situation 
generally. Diversified Services, Inc. DC 
Fla., 3/31/61. 


tion 


Determination of reasonable salaries 
affirmed. The Tax Court disallowed a 
portion of the salaries paid to two 
officers of the family-owned corporation 
as being in excess of a reasonable sal- 
ary. This court upholds the Tax Court’s 
determination. Adams Tooling, Inc. CA- 


7, 4/19/61. 


Reasonableness of salary affirmed. The 
corporation paid salaries to its officers, 
who were also stockholders, as well as 
directors, on the basis of a fixed amount 
plus a percentage of the profits. The 
corporation had exceptional years in 
1952 and 1953, resulting in large sal- 
Tax Court 
determined lower salaries as reasonable. 


aries to these officers. The 


Tax Court deci- 
attempt to 


Chis court affirms the 
sion. In an overcome its 
evidence of 
salaries to officers in similar companies, 


failure to introduce any 
the taxpayer corporation cannot utilize 
the facts appearing in two prior deci- 
sions of the Tax Court because this court 
has no original jurisdiction and has no 


right to give original considerations to 


matters which were not urged upon the 
tribunal whose order is under review. 
Ernest, Holdeman & Collett, Inc. CA-7, 
4/19/61. 


Part of officers’ salaries disallowed as 
excessive and unreasonable. Salaries paid 
in 1951 to 1953 to the three officer- 
stockholders of a corporation engaged 
in the tool and die business consisted 
of a base salary plus a bonus geared to 
profits. Two received a base salary of 
$25,000 and bonuses of $18,000 to $27,- 
000; the president received a base of 
$36,000 and bonuses of $28,000 to $41,- 
000. Although the Tax Court concluded 
the executives were thoroughly trained 
and experienced, possessed a high degree 
of intelligence and technical knowledge, 
worked skillfully and efficiently for long 
hours, rendered very valuable services, 
and were entitled to substantial compen- 
sation, it determines that a portion of 
the compensation actually paid was ex- 
cessive and unreasonable. A good deal 
of the profit was due to the Korean War 
rather than to the officers’ ability. This 
court affirms. Huckins Tool & Die, Inc., 
CA-7, 4/11/61. 


Corporation was collapsible. The tax- 
$500 
each to the capital of a corporation. 


payer and another contributed 
The corporation purchased a parcel of 
land and proceeded to construct rental 
housing units. By using the declining 
balance method of depreciation, the 
corporation showed a loss for the year 
1949, which offset the small operating 
the 1950, 1951, and 
1952. The corporation distributed $100,- 
000 to its stockholders in 1949, $65,- 
500 in 1950, $46,900 in 1951, and $46,- 
800 in 1952. The distributed cash was 
generated by borrowed funds and rental 


income in years 


receipts. The mortgage exceeded the 
total cost of the land, improvements, 
buildings, equipment, and furnishings 
by approximately $100,000. The Com- 
missioner that the 


tion was a collapsible corporation and 


contended corpora- 
the distributions ordinary income to the 
taxpayer. The Tax Court agreed with 
the Commissioner, and this court affirms. 
Although the taxpayers did not actually 
surrender any of their stock upon each 
distribution, the surrender would have 
been meaningless. The effect of the 
transaction was the same as if they had. 
Pomponio, CA-4a, 1/12/61. 


Real Estate corporation held collaps- 
ible. Taxpayer’s corporations construct- 


Corporation + 39 


ed apartment house projects with FHA 
mortgages. In the year after completion 
of construction, the corporations dis- 
tributed the excess of the mortgage pro- 
ceeds to the stockholders. Later in that 
same year, the stock of the corporations 
was sold. Taxpayer claimed the cause of 
the sale was unexpectedly high costs and 
a higher than estimated vacancy rate. 
The court holds the receipts from both 
transactions are ordinary income from a 
collapsible corporation. The requisite 
“view” existed prior to completion. The 
transactions were not attributable sole- 
ly to circumstances arising after con- 
struction which could not have reason- 
ably been anticipated. The court stressed 
the lack of stockholder risk capital, the 
fact that the land for the projects was 
leased to the corporation by the wives 
of the stockholders (so as to return their 
investment in five years), and the per- 
sonal use of corporate funds. One dis- 
sent. Braunstein, 36 TC No. 3. 


No constructive dividend on redemp- 
tion splitting jointly-owned businesses. 
The and _ his 
owned one-half 


taxpayer brother each 
of the stock of a Mis- 
souri corporation and a Tennessee cor- 
poration. The brothers disagreed with 
respect to the policies to be pursued 
by the corporations and agreed that the 
Missouri corporation would redeem the 
taxpayer's stock at its fair market value 
of $17,000 and that the Tennessee corpo- 
ration would redeem the brother's stock 
at its fair market value of $136,000. The 
Government contended that the redemp- 
tion by the Tennessee corporation of 
the brother’s stock resulted in a con- 
structive dividend to the taxpayer. In 
the alternative, the Government argued 
that the $136,000 


ceived in redemption of his stock by the 


which taxpayer re- 
Missouri corporation should be treated 
as a dividend and taxed as ordinary in- 
come rather than capital gain. This 
court that the 

two corporate 


concludes separate 


identity of the entities 
the 
taxpayer is permitted capital gains on 


cannot be ignored. Accordingly, 
the 
Missouri corporation. Ward, DC Tenn., 


4/13/61. 


the redemption of his stock in 


Partial redemption of officer's stock 
essentially equivalent to a dividend. 
Taxpayer, a major stockholder in a 


corporation, maintained an 


open ac- 
count on the corporate books. The ac- 
count was charged with withdrawals and 


was credited with her salary and divi- 
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dends. At the time the account showed 
a debit balance of $21,000, taxpayer 
transferred 44 shares of her stock to the 
corporation for redemption in cancella- 
tion of the indebtedness. Taxpayer di- 
rectly and indirectly owned 91.3% of 
the stock prior to the redemption and 
89.7° 
policy of contraction prior to the re- 


i, thereafter. There was no plan or 
demption of the stock and there was no 
contraction of the corporate business 
thereafter. The corporation had suffi- 
cient earned surplus to cover the distri- 
bution. The court considers the net 
effect of the redemption to be essentially 
equivalent to a dividend to the extent 
of the cancellation of the indebtedness. 


Bradbury, TCM 1961-104. 


Cancellation of debt used to buy “silent” 
stockholder not a dividend to sole re- 
maining stockholder. Taxpayer and one 
Thompson were equal partners in a 
transportation company; Thompson was 
a “silent” partner. The partners agreed 
to incorporate the partnership with all 
shares of stock to be issued to taxpayer 
in his own right and. as. nominee of 
Thompson, so as not to disclose Thomp- 
son’s relationship to the business. Later, 
the relationship between taxpayer and 
Thompson seriously deteriorated, and 
Thompson demanded his stock which 
taxpayer declined to transfer to him. 
The parties then agreed that the corpo- 
ration was to pay Thompson $40,000 in 
cash, with taxpayer as guarantor, to buy 
out his 50°% interest. In form the trans- 
action was made to appear that tax- 
payer was purchasing the stock from 
money loaned to him by the corpora- 
tion. This was done because it was 
erroneously believed by the parties that 
the corporation could not at that time 
purchase its own shares. When it was 
subsequently learned that the corpora- 
tion could purchase its own shares, the 
books were corrected to show that the 
shares were purchased from Thompson 
by the corporation and were held as 
treasury stock. The ‘“‘account receivable” 
due from taxpayer was cancelled. The 
court holds in substance the corpora- 
tion redeemed Thompson’s shares so 
that taxpayer was not really indebted 
to the corporation. Accordingly, the 
cancellation of the purported indebted- 
ness did not constitute a taxable divi- 
dend to the taxpayer. Beggs, TCM 1961- 


127. 


Tax benefit was principal purpose of 
’ * #,¢ J . - 
acquisition; carryover in consolidation 


July 1961 


denied. Taxpayer corporation, engaged 
in the wholesale buying and selling of 
woolens and mohair, owned all of the 
subsidiary engaged in a 
similar The taxpayer pur- 
chased all of the stock of a third corpo- 
ration, Priscilla, which had a substantial 
net . operating loss. Priscilla manufac- 


stock of a 
business. 


tured, worsted, yarns, After the purchase, 
Priscilla was, operated jfor about two 
months and: then all of its assets were 
sold for an amount, less.than their ad- 
justed basis. The pre-acquisition operat- 
ing loss of the third corporation and the 
operating and capital losses occurring 


‘thereafter, were: utilized to offset the in- 


come of taxpayer and its subsidiary in 
a consolidated return. The principal 
purpose, as found by the court, of ac- 
quiring Priscilla’s stock was to obtain 
a tax benefit from its past and prospec- 
tive losses. The benefit outweighed the 
excess of Priscilla’s net worth, after the 
sale of its plant and machinery, over 
the cost of its stock to taxpayer. The 
taxpayer’s arguments that it believed 
that the third corporation could be re- 
stored to profitable operations and was 
acquired for that purpose and the other 
suggested business purposes of increas- 
ing taxpayer’s business through sales 
of wool and the acquisition of market 
information through control of a com- 
pany engaged in the manufacturing 
operations were incidental to the prin- 
cipal purpose of obtaining a tax bene- 
fit. The consolidated return may in- 
clude neither the pre-affiliation nor post- 
affiliation losses of the third corpora- 
tion. Collins, DC Mass., 4/10/61. 

Acquisition of stock not essentially 
equivalent to dividend. The taxpayers 
owned all of the stock of a corporation 
whose principal business activity was 
the ownership and operation of an 
apartment hotel in Florida. For $15,000, 
the taxpayers sold their shares to an- 
other corporation, all of whose stock 
they also owned actually or constructive- 
ly. The Government contended that the 
$15,000 payment for the stock was es- 
sentially equivalent to a dividend tax- 
able under Section 304, which provides 
that where the same persons own the 
controlling interest in two corporations 
and in return for cash one of the two 


corporations acquires the stock of the 
other from the persons in control, the 
cash shall be treated as a distribution 
in redemption of the stock of the corpo- 
ration paying the money. Section 304 
thus makes Section 302 applicable to de- 


termining whether the redemption shall 
be treated as payment for the stock. If 
the redemption is not essentially equiva- 
lent to a dividend, it will not be treated 
as-such. The determination of “essen- 
tially equivalent to a dividend” depends 
upon all the relevant facts, but since the 
taxpayers gave up stock worth $15,000 
for $15,000 cash and there was a busi- 
ness purpose for the acquisition, the 
payment was not, the court held, essen- 
tially equivalent to a dividend. Collins, 
DC Mass., 4/10/61. 


Can’t deduct expenses of sale under 
Section 337. In 1956 taxpayer corpora- 
tion, which was engaged in holding and 
renting real property, adopted a plan 
of complete liquidation within 12 
months, and authorized the officers to 
sell its real estate within that period. 
The corporation incurred expenses of 
$3,000 for broker’s commissions and $350 
for legal fees in effecting the sale. It 
sought to deduct these expenses as ordi- 
nary and necessary business expenses 
even though it did not report any gain 
on the sale of the property because of 
the nonrecogntion provisions of Section 
337. The court holds the expenses in- 
volved are chargeable to capital ac- 
count as an offset against the sales price 
in the computation of the unrecognized 
gain, and are not items deductible from 
the current income of the corporation. 
Ruprecht, TCM 1961-125. 


Distribution of excess mortgage proceeds 
is gain from collapsible corporation. 
Taxpayers’ corporation, with bank fi- 
nancing, constructed an apartment 
house. Based on an appraisal immedi- 
ately after completion of the building, a 
revaluation surplus was created from 
which a distribution was to be made. 
Bank loans to the corporation endorsed 
by the stockholders, were obtained to 
pay the surplus distribution. Shortly 
thereafter, an FHA insured mortgage 
was secured and the proceeds used to 
pay off the building and the other bank 
loans. Taxpayers reported the surplus 
distribution as long term capital gain. 
The court holds the distribution is 
ordinary income from a collapsible cor- 
poration. Cases taxing distributions of 
surplus mortgage proceeds as ordinary 
income are controlling. It makes no 
difference that here first the distribu- 
tion was made from the bank loan and 
then the surplus mortgage proceeds were 
acquired through FHA insured loans. 
Braude, 35 TC No. 121. 
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Herr opens way to exclusion for minor’s 


income interest in a short-term trust 


by EDWARD N. POLISHER and BENNETT L. AARON 


In its recent Arlean Herr decision, the Tax Court separated a gift in trust into 


two parts: the income interest, to be accumulated during minority and payable to 


the beneficiary when he reaches 21, qualified for the exclusion; the corpus interest, 


payable at 30, did not. The authors analyze the rationale of the court and find it 


would permit use of Section 2503(c) and allow an exclusion to grantors unwilling 


to give substantial corpus to 21-year olds. They see in this case the creation of an 


important family tax planning tool. 


Brave: Section 2503(c) was added 
to the Code in 1954 to qualify gifts 
in trust for minors for the annual gift- 
tax exclusion, the requirement that the 
property, together with the income 
therefrom, be distributed at age 21 has 
limited the usefulness of the section. The 
Herr case, allowing the exclusion for 
the value of an income interest accumu- 
lated during minority and distributable 
at age 21 will now permit the use of the 
section in a manner that should be ac- 
ceptable to most prospective trust 
grantors. 

lo appreciate the significance of this 
development we should review briefly 
the purpose of the gift-tax exclusion and 
the difficulty that developed over present 
versus future interests. 

Since 1932, the Code has allowed 
donors to exclude from taxable gifts 
made during a calendar year, other than 
gifts of future interests in property, a 
specific amount for each donee, without 
restriction upon the number of donees. 





Mr. Polisher, a member of the law firm 
of Polisher, Steinberg & Yohlin, Phila- 
delphia, Pa., is the author of Estate 
Planning & Estate Tax Saving, a lec- 
turer on taxation at Dickinson School of 
Law, and former chairman of the Tax 
Committee of the Philadelphia Bar As- 
sociation. Mr. Aaron received his BA 
and LLB from Columbia University and 
is a member of the Pennsylvania and 
New York Bars. He is associated with 
Mr. Polisher’s law firm.] 


The amount of this annual exclusion 
has varied over the years. Thus, from 
1932-38, it was $5,000; from 1939-42, it 
was $4,000; and from 1943 to date, it 
has been $3,000. The reason given for 
denying the exclusion for gifts of future 
interests was the anticipated difficulty of 
determining the number of eventual 
donees, the values of their respective 
gifts, or both.1 

The availability of the annual exclu- 
sion for gifts made in trust created con- 
cern following the enactment of the 
1932 Revenue Act, 
present gift tax 
Thus, 


which the 
originated. 


from 
pattern 
several courts construed the 
statute to mean that with respect to gifts 
in trust, the trust entities were the 
the donees and, therefore, the gifts were 
of present and not of future interests.? 
This ready 
means of tax avoidance, since the donor 


construction afforded : 


could create any number of trusts in the 
same year in favor of the same bene- 
ficiary, with an annual exclusion avail- 
able to each trust, whereas the gifts, if 
made otherwise than in trust, would in 
no case be allowed more than a single 
exclusion. As a result, the law was 
amended in 1938, applicable to calendar 
year 1939 and succeeding years, to pro- 
vide that gifts in trust could not qualify 
for the annual exclusion.? 

However, subsequent to the above 
amendment, the Supreme Court decided 
that the beneficiaries of the trust, rather 
than the trustee or the trust, are the 
donees of a gift in trust.4 As a conse- 
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quence, the law was once again amended 
in 1942, to permit gifts in trust to 
qualify for the annual exclusion, pro- 
viding the gift was not of a future in- 
terest.5 

Thus, commencing in 1943, gifts in 
trust for adults could qualify as gifts of 
present interests in property to the ex- 
tent of the value of the income interest, 
if the income was immediately dis- 
tributable. It was not clear how a gift 
could be made in trust for a minor’s 
benefit, other than as a future interest, 
since such gifts usually provide for ac- 
cumulation of income during minority 
or its distribution in the discretion of 
the trustees. Numerous court decisions 
created serious doubts as to whether a 
gift in trust for a minor could be a 
present interest, since the minor did 
not have the present right of possession 
or enjoyment. Thus, it was held that a 
transfer to a trust which permitted the 
trustees to accumulate income for the 
minor beneficiary until age 21, was a 
gift of a future interest in property.® 

Because of the harshness of this rule, 
the courts set about to chart a course by 
which the annual exclusion would be- 
come available for gifts in trust for 
minors. There was, however, no un- 
animity. As a result, this issue became 
more confused by conflicting decisions 
of the courts, which arrived at diametric- 
ally opposite conclusions upon substan- 
tially similar facts.7 

In order to eliminate this confusion 
and, at the same time, to permit dis- 
cretionary gifts in trust for minors to 
qualify for the annual exclusion, a new 
provision, Section 2503(c), was included 
in the 1954 Code. It became effective for 
calendar year 1955 and _ subsequent 
calendar years. 


Section 2503(c) 

Section 2503(c) provides that a gift to 
a minor will not be considered a gift of 
a future interest in property, “if -the 
property and the income therefrom— 

1. may be expended by, or for the 
benefit of, the donee before his attain 
ing the age of 21 years, and 

2. will, to the extent not so expend- 
ed— 

a. pass to the donee on his attaining 
the age of 21 years, and 

b. in the event the donee dies before 
attaining the age of 21 years, be payable 
to the estate of the donee or as he may 
appoint under a general power of ap- 
pointment as defined in Section 2514 


(c).” 
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Most of the commentators on. this 
section construed it to mean that both 
the income and corpus of the trust had 
to be distributed to the minor at age 
2] for the annual exclusion to be avail- 
able.8 While the statute itself does not 
use the term “both”, it is utilized in the 
Regulations. This interpretation severe- 
ly limited the applicability of the sec- 
tion, since it required a full distribution 
of income and corpus at age 21. Thus, 
where the gift is sizable, many donors 
are reluctant to allow corpus to pass 
absolutely to children or grandchildren 
at so early an age, when they are not 
prepared to deal wisely with it. This 
question was raised during the Senate 
Committee Hearings.19 Moreover, it was 
suggested that the 21 year requirement 
be eliminated, so long as it is clear that 
the minor donee, and no other person, 
will be the ultimate recipient of the 
property transferred.11 However, no 
action was taken on this proposal. It 
should be noted that no direct expres- 
sion of Congressional intent as to the 
interpretation of this section appears 


in the Committee Reports. 


The Herr case 

Despite the fact that Section 2503(c) 
was inserted in the 1954 Code as a re- 
medial provision to eliminate the prior 
confusion, this narrow interpretation has 


resulted in its limited use to the present 


time. A recent decision of the Tax 
Court, however, will cause many tax 
practitioners to reexamine the avail- 


ability and uses of this section. 

In Arlean I. Herr,12 a grandfather 
created four separate trusts for his four 
minor grandchildren on August 23, 1954. 
The trusts provided that income was to 
be paid to the grandchildren until age 
30, at which time they were to receive 
the principal. If the grandchild died 
before attaining age 30, the principal 
was to be paid to other members of the 
family. The trusts further provided that 


United States v. Pelzer, 312 U.S. 399 (1941). See 
H. R. Rep. No. 708, 72nd Cong., 1st Sess., p. 29, 
and Sen. Rep. No. 665, 72nd Cong., Ist Sess., p. 41. 
* Krebs, 90 F.2d 880, CCA-3 (1937); Wells, 88 F.2d 
339, CCA-7 (1937). 
> Section 505(b) of the 1938 Revenue Act, amend- 
ing Section 504(b) of the 1932 Revenue Act. 

* Helvering Vv. Hutchings, 312 U.S. 393 (1941). 

5 Section 454 of the 1943 Revenue Act, amending 
Section 1000(b) (3) of the IRC of 1939. 

’ Fondren, 324 U.S. 18 (1945); Disston, 325 U.S. 
442 (1945); United States v. Pelzer, 312 U.S. 399 


(1941). 
7 See Kieckhefer, 189 F.2d 118 (7th Cir., 1951); 
Stifel, 197 F.2d 107 (2d Cir., 1952). 


8 See, Polisher, Estate Planning and Estate Tax 


‘Saving, 1955 Supp., p. 145-148; Mertens, Law of 
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during the minority of a beneficiary, the 
trustee should retain any share of in- 
come or principal payable to a minor, 
the trustee having the right to “apply 
so much of such income and principal 
as he deems necessary directly for the 
maintenance, support and education of 
the The accumulated 
was to be paid to the minor at age 21, 
or to the minor’s estate if the minor died 
before attaining age 21. (emphasis sup- 
plied). 

On January 19, 1955, the grandfather 
transferred assets to each trust, having 
a fair market value of $16,070.31. Since 


minor.” income 


-the beneficiaries of the trusts were then 


six, four, three, and two years of age. 
respectively, the present worth at the 
date of the transfer of the right to re- 
ceive income during the minority of 
the beneficiary was in excess of $6,000. 
In their 1955 gift tax returns, the 
grantor and his wife, each claimed four 
annual exclusions of $3,000. The Com- 
missioner disallowed the exclusions for 
the reason that the transfers were gifts 
of future interests in property under 
Section 2503. 

The taxpayers first contended that 
the income interest up to the majority 
of each grandchild was not disqualified 
future under Section 
2053(b). The court quickly disposed of 
this argument, noting that since the 
trustee could accumulate income during 
minority, previous case law clearly dis- 
qualified the income interest up to ma- 
jority as a future interest.18 

The court then focused its attention 
on Section 2503(c) to determine whether 
under its provisions, the gift of the in- 
come until the minor reached 21 years 
of age, in and of itself, would qualify as 
a present interest entitled to the annual 


as a interest 


exclusion. In his opinion, Judge Raum 
acknowledged that a superficial reading 
of the statute would appear to exclude 
such gifts from its coverage, since Sec- 
tion 2503(c) requires that “the prop- 


Federal Estate and Gift Taxation, Section 
® Regs. Section 25.2503-4(a) (1). 

10 Hearings before the Committee on Finance, 
United States Senate, Second Session on H. R. 
8300, part 4, p. 2169-70. 

11 Amer. Law Inst. Tent. Draft No. 11, p. 48. 

12 Docket No. 78089, 78090, 35 TC No. 81. Filed 
February 6, 1961; also see Konner, 35 TC No. 89, 
decided by the Tax Court on the same day and 
involving a similar issue. 

18 Disston, 325 U.S. 442 (1945); Hessenbruch, 178 
F.2d 785, CA-3 (1950). 

14 Fondren, 324 U.S. 18; Disston, 325 U.S. 442. 

15 Regs. Section 25.2503-4(c). 

16 Jesse S. Phillips, 12 TC 216 (1949). Regs. Sec- 
tion 25.2503-3(b). 

17 Regs. Section 25.2503-4(b). 
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erty and the income therefrom” may be 
expended for the benefit of the minor 
prior to majority, and to the extent not 
so expended, will pass to the minor at 
21, or to his estate or his appointee in 
the event of death before 21. Because 
the trusts in issue provided for distri- 
bution of principal at age 30, the Gov- 
ernment argued that this made the 
section inapplicable. 


Separate interests 


In rejecting this contention, the court 
analyzed the gift tax provisions gen- 
erally as they had been judicially in- 
terpreted and concluded that the term 
“property”, as used in the statute, was 
not the equivalent of trust corpus. Thus, 
the court pointed out, the Supreme 
Court had expressly recognized that a 
gift may be separated into its compon- 
ent parts of income and corpus, one of 
which may qualify as a present interest 
under the statute, while the other may 
not.14 The Commissioner has acknowl- 
edged this distinction in his own Regu- 
lations.15 Adopting this approach, the 
opinion of the Tax Court states: 

“Accordingly, it is our opinion that 
when considered in this context Con- 
gress intended the word ‘property’ to 
mean, not the corpus of a trust, but 
rather the totality of elements that go 
to.make up the entire gift that is being 
considered for classification as a present 
interest. In this case the totality of those 
elements consists of all the income up 
to majority. In the aggregate all such 
payments constitute the ‘property’ in 
question, and since this ‘property’ and 
the accretions thereto must be expended 
for the benefit of the donee prior to ma- 
jority or paid over to the donee at 21 or 
to the donee’s estate or appointee in 
the event of death prior to 21, the re- 
quirements of Sub-section (c) are fully 


” 


met 


Short-term trusts 


The rationale of the court in the Herr 


case adds a new dimension to Section 
2503(c) and substantially broadens the 
scope of its applicability. 

An example of this is in the area of 
short-term discretionary 
income producing property is 
placed in trust for the benefit of minor 


beneficiaries. During the term of the 


trusts, where 


often 


trust, which must be at least ten years, 
the income may either be distributed to 
the beneficiary or accumulated for his 
benefit. The trust corpus is then re- 
turned to the grantor at the termination 
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of the trust. Until the decision in the 
Herr case, it had been assumed by most 
tax practitioners that Section 2503(c) 
could not be used in conjunction with a 
short-term discretionary trust for minors, 
since the corpus reverted to the grantor. 
Hence, the income and the “property” 
would not be paid over to the minor at 
majority. Therefore, the only method of 
creating a present interest, where prop- 
erty was transferred to a short-term trust 
for the benefit of a minor beneficiary 
was to direct the payment of income to 
the minor.16 

However, if the “property” of the 
gift consists solely of the right to receive 
income, it would now appear that Sec- 
tion 2503(c) will be satisfied and the 
annual gift tax exclusion will be avail- 
able, if the trust authorizes the trustee 
to accumulate the income until the 
minor attains majority, or to use the 
current and accumulated income for the 
benefit of the minor prior to majority, 
and directs payment to the minor of any 
unexpended portion of the accumulated 
income at age 21, or to his estate or ap- 
pointee in the event of death prior to 
attaining age 21. As a result, an estate 
planning mechanism exists under this 
decision, which will permit the use of 
short term discretionary trusts for minors 
that will qualify as gifts of present in- 
terests, even though income can be ac- 
cumulated during minority for the bene- 
fit of the minor, providing the accumu- 
lated income is made payable to the 
minor when he attains his majority, and 
provision is made for its disposition in 
the event of his prior death, as required 
by Section 2503(c). 

While the authors have stressed the 
importance of the Herr case as it relates 
to short-term discretionary trusts for 
minors, the principle of the decision is 
equally applicable to all irrevocable dis- 
cretionary trusts for minors, where the 
current and accumulated income may 
be used for the minor during minority 
and the undistributed income of the 
trust is paid over to the minor when 
he attains his majority, even though the 
payment of the corpus is deferrc 1 until 
a later date. 

It should be noted that if the minor 
dies before attaining age 21, the require- 
ment that the “property and income” 
be payable to his estate, or as he may 
appoint under a general power of ap- 
pointment, does not present the prob- 
lem that may, at first glance, appear. 
rhe reason for this is that the Regula- 
tions provide that if, under local law, 


the minor is under a disability to exer- 
cise an intervivos power or to execute 
a will, the transfer will not fail to satisfy 
the conditions of Section 2503(c). In ad- 
dition, they permit the trust instrument 
to contain a disposition of the prop- 
erty or income not expended during the 
donee’s minority to persons other than 
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the donee’s estate, in the event of the 
default of appointment by the minor 
donee.17 Thus, as a practical matter, 
should the donee die prior to attaining 
majority, a carefully drawn trust for a 
minor will control the ultimate disposi- 
tion of the income accumulated prior to 
the date of his death. * 


“Remainder to charity” wills may lose 


tax exemption if mutual funds are used 


ye PERIODIC review of wills and 
trusts you have drawn should in- 
clude a look at any that give a re- 
mainder interest to charity. A recent rul- 
ing holds that the value of the re- 
mainder cannot be computed (and there- 
fore can’t be deducted) if the fiduciary 
may invest in mutual funds and if he 
may allocate capital gains dividends to 
income. Speaking recently at the an- 
nual meeting of the Section of Taxation 
of the New York State Bar Association, 
Howard O. Colgan, Jr. warned that in 
New York and many other states it is 
not safe to rely on silence in the trust 
instrument if the charitable deduction 
is important in the tax planning. “Rev. 
Rul. 60-385,” he said, “would deny any 
charitable deductions for income, estate, 
or gift tax purposes, for the remainder 
value of a trust that provides for a re- 
mainder to charity, at the end of a life 
or term of years, if the corpus may be 
invested in regulated investment com- 
pany shares, that is mutual fund shares, 
and any dividends representing capital 
gains shall or may be treated as income. 

“Now, the ruling did say this would 
be applied only to transfers and dispo- 
sitions made after January 1, 1961. Trust 
instruments, which have been designed 
to obtain the charitable deduction for 
remainder should, therefore, 
either expressly prohibit investment in 


interest 


mutual fund shares, or they should pro- 
vide that any capital gain dividends 
from such shares shall be treated as 
principal and existing wills and trust 
agreements should be reviewed prompt- 
ly, and steps taken wherever necessary 
charitable 
where such a charitable deduction is im- 


to protect the deductions 
portant in the scheme. 

“Strictly speaking, New York law does 
not prohibit investment in mutual fund 
shares by a trustee, although the trustee 
may be risking surcharge for unlaw- 
fully delegating authority if he does in- 
vest in such shares. (Ch. 876, Laws of 


1961, signed April 24, 1961, now permits 
fiduciaries in N. Y. to invest in securi- 
ties of investment companies under cer- 
tain conditions.) Therefore, it doesn’t 
seem safe to rely merely on silence in a 
trust instrument, as a prohibition against 
investment in mutual funds or invest- 
ment companies, at least in New York. 
There is the probability that the risk 
may be even greater in other states that 
silence would leave it within the trustee’s 
power to make such investments. 
“Under New York law at the present 
time, and under the law of many other 
states, it has been held that in the 
absence of specific provisions to the con- 
trary, capital gains dividends from such 
shares are to be treated as income and 
it therefore requires a specific provision 
to the contrary to safeguard a New York 
trust from the effects of this ruling. 
Mr. Colgan pointed out that the ra- 
tionale on which this ruling is based 
is that if capital gains dividends go to 
income, then the charitable interest is 
not severable from the non-charitable 
interest since no known formula has 
been advanced for ascertaining the value 
of the charitable interest. This prin- 
ciple should be kept in mind in connec- 
tion with short-term trusts. The Treas- 
ury might take the view that the pos- 
sibility of investment in mutuals and the 
allocating to income of the capital gains 
dividends might make valuation of the 
interest 


income impossible. You can 


conceive of unexpected gift tax re- 
sults resulting from this application of 
the theory that the gift of income em- 
braces an unlimited amount of princi- 
pal. 

“Keep Rev. Rul. 60-385 in mind in 
drafting new wills and trusts, and also 
in reviewing existing wills which have 
not yet ripened and revocable trusts” he 
said. “Of course, the ruling raises a num- 
ber of collateral questions. What if you 
have capital gains during the year 1961 
realized from the sale of other securities, 
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not from mutual fund shares, realized 
in existing trusts with such a permissive 
investment provision? Could it be con- 
tended that these capital gains are tax- 
able, since they are not permanently set 
aside for charity, inasmuch as they may 
be reinvested in mutual fund shares, and 
hence paid out to the beneficiary? ‘This 
would indeed seem to be flogging the 
horse too hard but there are other in- 
stances in the recent history of the Rev- 
it has chosen not 


Service where 


enue 





Widow’s community interest taxed as 
transfer with retained life estate. |Ac- 
quiescence| Decedent and her husband, 
residents of Texas, held all their prop- 
in community. When her husband 
take 
under his will, surrendering her com- 


erty 


predeceased her, she elected to 


munity interest. Under his will she was 
to receive income from the entire prop- 
erty for her life with the remainder pass- 
ing in trust for the benefit of descend- 
The 
in effect, transferred her interest in 


ants. Tax Court reasoned that she 
had 
the community property subject to a re- 
tained life estate and held that her com- 
munity interest was includable in he 
gross estate at her death. Vardell, 35 TC 


No. 8, acq.; IRB 1961-17. 


State court decree not binding on Com- 
left 


entire estate to decedent. After his will 


missioner. Decedent’s husband his 
was executed a daughter was born and 
some years later, shortly before his death 
in 1938, he and decedent were divorced. 
Decedent took possession of her hus- 
band’s estate and commingled it with 
her own. She died in 1953 leaving he1 
estate to the daughter. A state court 
ruled that the daughter, as his heir, was 
entitled to receive the undistributed 
portion of her father’s estate and that 
decedent had renounced her inheritance 
under her husband’s will. However, the 
Commissioner successfully challenged the 
validity of the state court decree con- 
tending that it resulted from a non- 
adversary proceeding. As a result the re- 
maining property received under dece- 
dent’s husband was held to be properly 
includible in decedent’s gross estate. 
The First National Bank of Montgom- 


ery, CA-5, 1/23/61. 


Power given widow to use principal for 
“comfort, happiness, and well-being” too 
narrow for marital deduction. [Certt- 
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to reject such attenuated logic. And 
it is conceivable also that the 
theory might be extended to provisions 
in wills and trusts relating to allocation 
of wasting assets or provisions relating 
to allocation to income of extraordinary 


same 


dividends.” 

“We don’t know the end of. Treasury 
theories in this direction,” Mr. Colgan 
concluded, “but certainly for the present 
we ought to take a look at existing wills 


wt 


and trusts.” 





orari denied] Decedent’s will provided 
that his wife was to have the “sole use 
of” the residuary estate “with the right 
in the sole discretion of my said wife to 
invade and use the principal not only 
for necessities but generally for her com- 
fort, happiness, and well-being,” It was 
also provided that at the wife’s death 
the remainder was to go to the children. 
The Commissioner disallowed a marital 
deduction on the ground that New York 
law prevented the power granted the 
spouse from being exercisable by her 
The 
Circuit agreed that under applicable 


alone and in all events. Second 
state law a spouse, even with such broad 
powers of invasion and use, cannot ap- 
point to herself. Such powers do not in- 
clude the right to either unrestricted, 
prodigal use or the assertion of complete 
ownership, including ability to make a 
gift of principal to others. It held that 
the marital deduction was properly dis- 
allowed. May cert. den., 4/24/61. 


Treasury bonds acceptable in payment 
of Federal estate taxes valued at par, 
not market. [Certiorari denied] Dece- 
dent left a gross estate valued in excess 
of $5 million, and her executor filed an 
estate tax return reporting a net tax of 
$1,900,000. the 
assets of the estate were U. S. Treasury 
bonds having par value of $475,000 at 
the date of her death but a market value 


more than Included in 


$26,965 less than par on that date. These 
bonds had a redemption value of par if 
applied by the executor in payment of 
decedent’s Federal estate tax. In the de- 
termination of the estate tax the bonds 
were valued at par. The executor sought 
recovery of $13,968 plus interest as the 
alleged overpayment of tax attributable 
to the Treasury bonds. The district court 
held that the bonds should have been 
valued at market price, but on appeal 
by the Government the Second Circuit 


reversed, holding par rather than mar- 
ket to be the proper value. The court 
reasoned that market sales do not reflect 
the full value of such a bond to the 
estate of the particular holder whose 
death establishes the valuation date. 
Such a bond, said the court, “is clearly 
worth par in the hands of the decedent's 
executor.” An important element in the 
value of an estate asset is the use to 
which it may be put. Ellis Estate (Bank- 
ers Trust Co., Ex.) cert. den., 4/24/61. 


Disclaimer by decedent’s executrix ef- 
fective for estate tax purposes. Decedent 
and her husband died as a result of an 
automobile accident, she surviving by 
four hours. Before the funeral, dece- 
dent’s executrix, joined by the surviving 
beneficiaries of her husband's estate, re- 
nounced and disclaimed decedent’s in- 
terest in his estate. It is held that dece- 
dent’s share under her husband's will 
was not includible in her gross estate. 
In reaching this conclusion the court 
found that the renunciation was reason- 
able under the 
stances and was made immediately with- 


and natural circum- 
out any intention of avoiding the pay- 
ment of estate taxes. Mae Perkins, 


Executrix, DC W. Dist. Texas 2/27/61. 


Payment to widow to settle estate con- 
troversy qualifies for marital deduction. 
Prior to decedent’s second marriage he 
transferred 4,000 shares of stock into 
joint tenancy with his children by his 
former wife. After his death his second 
wife claimed an interest in the shares, 
and at the conclusion of prolonged liti- 
gation a_ settlement was 
entered into. It was agreed that the wife 
the 4,000 
remarriage 


agreement 


would receive income from 


shares until her death or 
and $13,000 in cash. The 
held that $13,000 
qualified for the marital deduction; the 
income the 
terminable at her death or remarriage, 


Tax Court 


the cash payment 


interest in shares, being 
does not qualify. Dutcher, 34 TC acq., 


IRB 1961-17. 


Distribution to widow under settlement 
agreement qualifies for marital deduc- 
tion. Decedent’s will provided that his 
widow was to receive an annuity of 
$25,000 a year. She objected to the will 
because the family home and furnish- 
ings were not devised outright to her 
and because she feared that the amount 
payable to her might be inadequate in 
the event of serious illness. She was in- 
formed that she had the right under 
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indiana law to elect to take 14 of the 
and if she filed her élection, 
would receive in excess of $1,000,000 
outright. A compromise was worked out 
and she and the executor entered into 
a settlement agreement under which 
she agreed to take $250,000 in cash and 


estate 


the family home and furnishings. It is 


held that the amount distributed to her 





Trust may deduct state income taxes 
attributable to exempt interest income 
and taxable income. An estate through 
its fiduciary, receives taxable income, 
and other 
exempt income. The estate paid state 


tax-exempt interest income 
income taxes on all these items of in- 
come. The IRS rules that the portion of 
state taxes attributable to exempt in- 
terest income and income subject to 
under Sec- 


tion 164, but the portion allocable to 


federal taxes is deductible 


other exempt non-interest income is 
under Section 265, nondeductible.. The 
IRS's reasoning is that Section 265 pro- 
hibits deductions, otherwise allowable 
(1) for amounts allocable to tax-exempt 
income other than interest and (2) in 
the case of expenses for production of 
income (Section 212), for those amounts 
State 


income tax is not considered an expense 


allocable to tax-exempt interest. 
for the production of income under Sec- 
tion 212. Rev. Rul. 61-86. 
Will contest settlement paid in install- 
ments out of estate income is taxable. 
Phe will of taxpayer’s husband created 
a trust, part of the income being pay- 
able to her. Taxpayer contested the 
will, and in the middle of the jury trial 
settled her claim. She agreed to receive 
monthly sum “from the trust prop- 
erties” and relinquished all other rights 
to her husband’s estate. The monthly 
sums were paid out of the estate’s in- 
come. Taxpayer excluded the payments 


from gross income on the theory that 


hey were installment payments from 
the other legatees for the relinquish- 
ment of her rights and not payments to 
ier as an heir. The court holds the pay- 
ments taxable. The Supreme Court deci- 


sion in Lyeth v. Hoey controls. The 


, 
settlement payments resulted from tax- 
} Payer’s ability to contest the will as an 


heir. That state law does not permit in- 
stallment payments to heirs is not con- 
trolling for Federal income tax purposes. 
While it is not clear whether the pay- 


New decisions: income taxation of trusts 


pursuant to the settlement agreement 
qualified for the estate tax marital de- 
duction. The court reasoned that the 
agreement was, in effect, an election to 
renounce the will and to take her statu- 
tory share as a widow to the extent of 
the property received by her. Jndiana 
National Bank, Trustee, DC Indiana 
1/31/61. 


ments were to be out of principal or 
income, they were in fact from income, 
and that is sufficient to make her tax- 
able on them as distribution of income. 
Williams, 36 TC No. 19. 


Real estate corporation taxed, though 
it was mere title holder. The taxpayer 
was incorporated for the purpose of 
holding title to land. Prior to that time, 
the land was owned by an individual as 
sole trustee of a trust that would termi- 
nate upon the death of an 81-year-old 
woman who had six children and sev- 
eral grandchildren. Two of the children 
were aliens and were .prohibited by 
Illinois law from owning real estate 
for more than six years. There was the 
further that part of the 
ownership of the property would be- 
come vested in minor beneficiaries. To 


possibility 


avoid these difficulties, the family at- 
torney caused the incorporation of the 
taxpayer. In its corporate income tax 
return for 1951, the corporation, follow- 
ing its practice since its incorporation 
in 1933, reported no net income. After 
reporting the receipt of gross income in 
the sum of $140,000, the corporation de- 
ducted $984.32 as “legal services and col- 
lection charges” and deducted the re- 
maining amount as “interest’’ on notes 
held by the shareholders. The Commis- 
sioner determined a deficiency against 
the corporation and declared that the 
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“interest” was in reality a dividend. 
Counsel for the corporation argued that 
it was a mere dummy for holding of 
title and that the corporate existence 
should be disregarded for Federal tax 
purposes. Even though its only activities 
were to provide for collection of the 
rent and its distribution to the share- 
holders and its only office was the sta- 
tutory office required by the laws of the 
state of incorporation, the Second Cir- 
cuit held that the corporation, having 
full beneficial ownership of the land 
and collecting the rent therefrom, en- 
gaged in some industrial, commercial, 
or other activity besides avoiding taxa- 
tion so as to render it taxable for Fed- 
eral The court 
from the 
situation where the corporation is a 


income tax purposes. 


distinguished this situation 
mere nominee, powerless to act with re- 
spect to the land other than with the 
consent of all the beneficial owners of 
the land. State-Adams Corp., cert. den., 
3/20/61. 


Life tenant taxable on all estate in- 
come, though not distributed. Taxpayer 
was given a life tenancy in her hus- 
band’s estate with the right to consume 
so much of the income or principal as 
necessary for her support, “the reason- 
ableness thereof to be determined by 
her.” Since she had unfettered control 
over the entire estate, the court holds, 
the entire income is taxable to 
Koffman, DC Mich., 3/14/61. 


her. 


Jury finds settlor controlled trustees, his 
sons; trust income taxable to him. A 
jury here finds that the income of six 
trusts created by taxpayer between 1936 
and 1945 was taxable to him. Evidence 
showed that taxpayer controlled the in- 
vestment policy of these trusts through 
parental pressure on the trustees, who 
were his adult Holdeen, DC 
N. Y., 12/29/60. 


children. 
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ABA Ethics opinion would limit lawyer-CPA 


and lawyer employed by accounting firm 


RESTRICTIVE stand 


THE MOST EST 
taken by a lawyers’ 


Professional 


yet 
group, the Com- 
Ethics the 
American Bar Association has made pub- 


mittee on of 
lic its opinion on proper behavior in 
(1) the lawyer 
ployed by an accounting firm, (2) a law 


tax practice for em- 
firm employing an accountant, (3) law- 
yers in partnership with accountants, 
and (4) dually qualified persons, 
both lawyers and CPAs. 
No. 297, 


opposite page. 


i.e. 
those who are 
This 
full on 


opinion, 
the 
This opinion is the most significant 
taken 
countant relationships in tax practice 
the 1958 
posed Code of Conduct for lawyers and 


is printed in 


action in the area of lawyer-ac- 


since issuance in of a pro- 


CPAs in the field. The proposed Code 
aroused storm of controversy and no 
further action has been taken toward 


having it adopted. It is significant now 
that the ABA 


the activities 


Ethics Committee of the 


is of opinion that some 
which would have been permissible un- 


der the proposed Code are unethical. 


Code proposed in 1958 


Several years ago the Committee on 
the ABA 
pointed a sub-committee to consider the 


Professional Relations of ap- 
problems of lawyers and CPAs who prac- 
individuals who 
The 


Griswold 


tice together and of 


are qualified in both fields. Com- 
consisted of Dean 
School, 


private practice and general counsel for 


mittee of 


Hiarvard Law two lawyers in 


large corporation. The sub-committee 
drafted a proposed Code of Conduct for 
lawyers and CPAs who practice in as- 
sociation and for individuals possessing 
The draft 
National Conference 


dual qualifications. was sub- 
the 


Lawyers and Certified Public 


mitted to of 
Account- 
ants. It was hoped that the Conference 
would issue such a statement and that it 
would be adopted by the ABA and the 
AICPA 


members of both professions. 


and to so become binding on 


The text 


of 


that proposal appears in the October 


1958 issue of the Journal of Taxation 
(9 JTAX 198). 

The Conference, however, has never 
taken any action on the proposed Code. 

Now, while the National Conference 
of Lawyers and CPAs has been unable 
to agree on a proposed Code, another 
ABA group comes forward with its inter- 
preation of ethical conduct, and Opin- 
ion 297 differs in some significant re- 
gards from the proposed Code. The pro- 
posed Code had quoted Opinion 272 
of the Ethics Committee to the effect 
that employment of a lawyer 
accounting firm may 
enable the accounting firm to render 
legal advice or legal services. The 
opinion, 297, restates this position and 
then goes on to say that the of 
whether the firm is practicing law is 
its activities would be practice 


by an 


not be used to 


new 
test 


whether 
of law when done by the lawyer acting 
alone. This is a broad and _ relatively 
area; there activities 
which though permissible to laymen 
(banks, estate 
companies, etc.) are 
when done by lawyers in the sense that 
subject 
standards while engaged in them. Prac- 
titioners the in the 
opinion itself “The fact that a firm of 
accountants may be able to perform a 


uncharted are 


real agents, insurance 


practice of law 


lawyers are to professional 


point to remark 


particular service to its clients unaided 


by any advice from a lawyer without 


being engaged in the unauthorized prac- 
tice of law does not necessarily protect 
the 
of Canon 47 if he aids in the perform- 


lawyer-employee from a_ violation 
ance of such service” as illogically limit- 
ing the accounting form which employs 
a lawyer. Tax planning, negotiations 
with the IRS and bringing cases in the 
Tax Court, all of which are done by ac- 
countants might well be regarded as 
practice of law when done by a lawyer. 
Thus what would be perfectly proper 
for a firm of accountants today becomes 
improper tomorrow when they employ 
a lawyer. 











Similary in the section dealing with a 
joint practice, Opinion 297 take the ; 
same position as the proposed Code— o 
that the person qualified as both a 2 
lawyer and an accountant may not hold - 
himself out as qualified in both fields es 
at the same time. But Opinion 297, after l 
saying that if he elects to hold himself pr 
out as an accountant he cannot practice a 
law, adds the comment that in determin- Tl 
ing what is the practice of law, the A 
test is whether it would be law practice om 
if done by a lawyer. 

the 
Older opinions superseded tha 

In appraising the significance of Opin- et 
ion 297 it is instructive to compare it we 
not only with the proposed Code of ee 
1958 but also with the prior opinions | is 
of the Committee on Professional Ethics [ 2a 
of the ABA which it supersedes. These aie 
are Opinions 239, 269 and 272. bas 

Opinion 239, issued in February 1942, I the 
was confined to the question whether 
a lawyer and CPA could properly an- | Sign 
nounce their association as “consultants & 

all Federal tax matters.” The Com- | ak 
mittee was unanimously of the opinion on i 
that this would be an improper part- PAS 


nership in as much as the contemplated 
the of 
law. Canon 33, it said, provides in part 


services would involve practice 


) La 
29’ 
i» 


that lawyers should not form partner- 
ships with lay persons “where any part | 
of the partnership’s employment consists 

of the practice of law.” Opinion 297 is | 


thus in accord with this earlier opinion 


ie ; - | mitte 
and in fact goes considerably beyond it. | . 
had ae $ pr 
The other older opinions superseded = 
- = —_ 
by 297 are 269 and 272. These were] |. | 
‘ ; S me : opin 
issued in 1945 and 1946. In 269 the Com. | °P!™ 
mittee said that a lawyer-CPA could 
: | empl 
properly be employed by, or in partner- 
° ; : ants « 
ship with, accountants but only if he he d 
1e dc 


cleased to hold himself out as a lawyer | 





‘e : witho 
and ceased praticing law. preparing} , , 
tax claims, it said, he must act solely as am 
} Tegul: 
an accountant and not as a member of 
or ‘ é on a 
the bar. In this situation Canon 33). . 
s for 
would not apply because the lawyer- 
ne id BE : . | work 
CPA is not acting in his legal capacity} ; 
" TE: » ¢.4§ lawye 
It will be noted that Opinion 297 fails 
5 uct | 
to take a position on whether work of 
this kind could properly be done by the; . ~ 
: Rete is it @ 
lawyer-employee of the accounting firm. @ 
pee is . 2 g lershi 
The current position of the Committee 
is that that would depend on whether. . 
a ; , Site 
filing claims is, when done by a lawyer, : 
“a public 
practicing law. band 
7" . ° and ac 
The questions answered in Opinion| Th 
a : : ee lis 
272, also issued in 1946, involved the? - 
: P Opinio 
duties which might properly be per 
accoun 


formed by a lawyer working for an ac oso 9 


— 


7 
—___ 


)pin 
re it | 
e of 
1i0ns 
‘thics 


These 


1942, 

ether 

y an 

ltants 
Com 

inion 
part 

plated 
ice ol 
n part 
artner 
'y part 
onsists 
297 is 
pinion 
ond it 
erseded 
e were 
1e Com 
: could 
partne! 
y if he 


i lawyer 


reparing } 


solely 

mbe1 

mon 
lawyel! 


capacity 


i 


997 fails 


work ( 


1e by the 


ting fir 
ommuitt 
whethe 


a lawye 


Opini 
olved 
be pt 


for an <% 


countant (and vice versa). It said that 
a lawyer may be employed by an ac- 
counting firm but not to enable it to 
render legal services nor with payment 
dependent upon fees or profits. On the 
question whether a lawyer-CPA could 
properly prepare and certify finanicial 
statements under his own name as a 
CPA, the 1946 Committee was divided. 
The majority thought it would lead to 
violation of Canon 27, in that the ac- 
counting practice would inevitably feed 
the law office. The minority view was 
that as a practical matter a man could 
not maintain separate and distinct prac- 
tices, but that nothing in the Canons 
of Ethics precluded trying. Opinion 297 
shows that there is no longer a dif- 
ference of opinion in the Committee. 
It unanimously says that the lawyer-CPA 
must choose the profession with which 
he wishes to be identified and must drop 
the other. 


Significance of 297 

Some tax practitioners, willing to con- 
cede that the chief cause of bad feeling 
on this issue is the widespread employ- 
ment of lawyers by accounting firms, are 


disturbed at the possibility that attempts 
to curb that practice may also have the 
effect of discouraging tax men from be- 
coming dually qualified. They would 
like to see the Bar deal with employ- 
ment of lawyers by accounting firms as 
a problem quite different from that pre- 
sented by the lawyer-CPA. In fact, dual 
qualification is a form of recognized 
specialty and the difficulty with these 
practitioners arises not out of any ques- 
tionable actions on their part but rather 
out of the unwillingness of the organ- 
ived bar to permit and control speciali- 
zation. Many practitioners feel that the 
ABA is pursuing the wrong course; in- 
stead of trying to block dual qualifica- 
tion, it should face the facts, admit that 
many lawyers are not competent to han- 
dle difficult tax matters and take steps 
to identify the competent. 

It should be noted that Ethics Com- 
mittee of the American Bar Association 
does not have direct authority to disci- 
pline lawyers, except by moving to have 
their membership in the ABA revoked. 
However its opinions carry great weight 
in the profession and well may be 
adopted by local bar associations. w 


Lawyer-accountant relationship-Opinon No. 
297 of ABA Ethics Committee 


yas COMPLETE TEXT of Opinion No. 
297 of the Professional Ethics Com- 
mittee of the American Bar Association 
is printed below: 

Che Committee is asked to express its 
opinion on the following questions: 

|. When a lawyer becomes a regular 
employee of a firm of public account- 
ants on a salaried basis, what work can 
he do in the course of this employment 
without violating Canons 47 and 35? 

2. When a public accountant is a 
regular employee of a firm of lawyers 
on a salaried basis and his employment 
is for the purpose of doing accounting 
work for the law firm, will the firm of 
lawyers engaged in unethical con- 
duct because of such employment? 


be 
3. Under what circumstances, if any, 
is it ethical for a lawyer to form a part- 
nership with a public accountant? 

1. Under what circumstances, if any, 


is it ethical for a lawyer who is also a 
public accountant to render both legal 
nd accounting services? 


his committee has rendered formal 


opinions in the past regarding lawyer- 
}accountant relationships (See Opinions 
<39, 269 and 272). 


Various informal 


~~ 


opinions have also been written from 
time to time. All previous formal and 
informal opinions are superseded by 
this opinion insofar as they deal with 
the matters covered herein. 

Question 1: When a person becomes 
a lawyer he takes on a mantle that he 
cannot thereafter take on or off as he 
pleases. Conduct in which he engages 
which the practice law 
when engaged in by lawyers must be 
in with the ethical stand- 
ards of the profession if he is to retain 
his 


involves of 


accordance 


professional status. Even though 


a particular activity may be open to 
a layman, if such activity is the prac- 
tice of law when engaged in by a 
lawyer, one who is a lawyer cannot free 
himself the 


profession in carrying on such activity 


of the ethical restraints of 


merely by announcing he is to be re- 
garded as a layman for this particular 
purpose. 

Canon 47 provides as follows: 

“No lawyer shall permit his profes- 
sional services, or his name, to be used 
in aid of, or to make possible, the un- 
authorized practice of law by any lay 
agency, personal or corporate.” 


Professional tax practice * 47 


This Canon clearly prohibits any 
lawyer employed by a firm of public 
accountants from aiding or making pos- 
sible the practice of law by such firm. 
Whether particular conduct by the firm 
which the lawyer is aiding or making 
possible is the unauthorized practice of 
the law is a matter for the determina- 
tion of the Standing Committee on 
the Unauthorized Practice of the Law. 
It is proper for the lawyer-employee 
to give legal advice to his lay employer 
on legal matters personal to the em- 
ployer. If, however, the legal advice 
given to the employer is to enable the 
employer to perform services for the 
employer's client, then such advice may 
be aiding or making possible the prac- 
tice of law by the employer and, if so, 
the lawyer will have violated Canon 47. 
The fact that a firm of accountants 
may be able to perform a_ particular 
service to its clients unaided by any 
advice from a lawyer without being 
engaged in the unauthorized practice 
of law does not necessarily protect the 
lawyer-employee from a_ violation of 
Canon 47 if he aids in the performance 
When the advice of a 
employer to enable the latter to render 


of such service. 


a service to a client, whether the law- 
yer-employee is aiding or making pos- 
sible the practice of law by the employ- 
er is to be judged, not on the basis of 
the nature of the conduct of the em- 
ployer when he proceeds unaided by 
a lawyer, but rather on the basis of 
whether the advice given by the lawyer- 
employee would involve the practice of 
law if given by him directly to the 
client. 

Canon 35 provides in part as follows: 

“The professional services of a lawyer 
should not be controlled or exploited 
by any lay agency, personal or cor- 
porate, which intervenes between client 
and lawyer. A lawyer's responsibilities 
and qualifications are individual. He 
should avoid all relations which direct 
the performance of his duties by or in 
the 
lawyer's relation to his client should 
the 


interest of such intermediary. A 


be personal, and responsibility 
should be direct to the client.” 

When a lawyer-employee ‘advises his 
lay employer in regard to a matter per- 
taining to the affairs of a client of the 
employer and the giving of such advice 
by the lawyer-employee directly to the 
client would involve him in the practice 
of law, the lawyer is proceeding in 
violation of Canon 35 when he uses his 
employer as an intermediary. 
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Question 2: The employment by a 
firm of lawyers of a public accountant 
on a salaried basis for the purpose of 
accounting work for the law firm 
in practice of the law does not in 
and of itself result in the law firm be- 


doing 


its 


ing engaged in unethical conduct. 
Canon 34 provides as follows: 
“No division of fees for legal services 


is proper, except with another lawyer, 


based upon a division of services or 
responsibility.” 
Canon 34 is not violated if the ac- 


countant-employee is paid a regular 
salary computed without regard to fees 
collected for legal services rendered to 
particular clients. 

Obviously, this opinion has nothing 
to the 


employee is acting properly in the light 


do with whether accountant- 
of any governing restraints which may 
be applicable to him as an accountant. 

Question 3: Canon 33 provides in 
part as follows: Partnerships between 
lawyers and members of other profes- 
sions or nonprofessional persons should 
not be formed or permitted where any 
part of the partnership’s employment 
consists of the practice of law.” 

[he partnership’s employment does 
consist of the practice of law within 
the meaning of Canon 33 if the part- 
nership furnishes services which if ren- 
dered by one holding himself out as a 
lawyer would be deemed the practice 
of law. 

It would also be a clear violation of 
Canon 34 (quoted above) for a lawyer- 
partner to divide fees for legal services 
with 
If 


ship’s employment does not consist of 


an accountant-partner. 


the lawyer-accountant _ partner- 
the practice of law, within the meaning 
of that term as used in Canon 33, but 
the lawyer is also a partner in a dis- 


all 


partners are lawyers and which sep- 


tinct and separate firm in which 


arate firm is practicing law, the lawyer 
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is not violating Canons 33 and 34 by 
his membership in the lawyer-account- 
ant firm. In such a case, however, it 
would seem inevitable that the lawyer 
is holding himself out as qualified to 
do accounting so far as the lawyer- 
accountant firm is concerned and is 
holding himself out as also qualified 
to practice law as a result of his mem- 
bership in the legal firm. It is a viola- 
tion of Canon 27 for a lawyer to hold 
himself out as qualified practice 
both law and accounting. This point is 
also made in the answer to Question 4. 
The fact that the holding out is at two 
separate places is not significant. The 
because it constitutes 
touting, and because the 
countant firm would almost inevitably 
serve as a feeder to the legal firm. 
Question 4: The person who is quali- 
fied as both a lawyer and an account- 
ant must choose between holding him- 


to 


Canon 27 self. 


lawyer-ac- 


seld out as a lawyer and holding him- 
self out as an accountant. As stated in 
the answer to Question 3, dual holding 
out is self-touting and a violation of 
Canon 27. 

If he elects to hold himself 
an accountant, he must not practice 


out as 


law or he will violate Canon 27 in that 
he will be using his activity as an 


feed his law 
In determining whether he is practic- 
ing law when he holds himself out only 
as an accountant, the controlling factor 
is whether the activity in question is 
one which would constitute the practice 


accountant to practice. 


of law when engaged in by one holding 
himsclf out as a lawyer. 

If he elects to hold himself out as a 
lawyer, he will not violate any Canon 
of Ethics merely because in rendition 
of legal services he utilizes and applies 
accounting It 
course, within the jurisdiction of this 
Committee to determine whether in any 
instance he is acting contrary to the 
governing restraints applicable to him 


principles. is not, of 


as an accountant. 

All of the members of the Committee 
(Messrs. Casner, Enersen, 
Jones, McCown, Miller, Pettengill and 


Shepherd) concur in the foregoing 


Johnson, 


opinion. 


English accountant tax showed 
returns; liable for damages 


BREACH OF THEIR duty of secrecy cost 
British accountants 100 pounds in dam- 
ages in the recent case of Fogg v. Gaul- 
ter and Blane. The accountants were 








sued by a widow in the wake of a fam- 
ily fight over whether her late husband 
and his late father had been partners. 
The lawyers preparing that case for 
other relatives had received the accoun- 
tants’ permission to examine the father’s 
tax returns, but in going through the 
files, they discovered the son’s returns, 
Then without any protest or threat of 
pressure, the accountants permitted cop- 
ies of the son’s returns to be made. 

In allowing damages, the court held 
that the accountants owed the duty of 
secrecy the 
wrong and a breach of duty on the part 


to widow—“it was quite 
of the accountants to produce the son’s 
return to those acting against his widow 





es 
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in hostile litigation, without her consent } q 
as the son’s personal representative and li 
otherwise than under an order of the | te 
court.” s 
American certified public accountants ™ 
are generally conscious of the existence } o 
of this touchy problem in their own} ‘Y 
practices. On the one hand they consider th 
the awkwardness of refusing to cooper: j 
ate, yet realize the danger in disclosure. 8° 
American accountants would seem to ~ 
have no less duty of secrecy than the § ~ 
British for Rule 16 of the AICPA Rules{| ™° 
of Professional Conduct provides “A | : 
member shall not violate the confiden- vid 
tial relationship between himself and sani 
his client.” The rule is broadly inter-f tax 
preted by John L. Carey in Professional cal 
Ethics of Certified Public Accountants piste 
to preclude any improper disclosure of wh 
any information entrusted to the ac) *8° 
countant through conversations, records, } twe 
or other documents. ded 

Questions often arise concerning the? inte 
interpretation of Rule 16 when a client occt 
is engaged in litigation or is doing some 2 © 
thing illegal. Mr. Carey suggests that} for 
CPAs should never testify voluntarily) “7 
but must, of course, respect a subpoena, By 
mindful that under the common law; ‘tho 
communications between a CPA and dedu 
client are not privileged as are those of do n 
dociors, lawyers, and clergymen. Some for « 
dozen states have extended the privilege out i 
by statute but even in those states there} “Tt 
is a question whether the Federal courts tax | 
will be bound by the statute, particular! rates 
ly in tax litigation where the accoun featin 
tant’s testimony is crucial. 

There do not appear to be any Amer} *Dan 1 
ican cases comparable to Fogg v. Gaul rs ty 
ter and Blane but the same result mighif years j, 
well be reached in this country in a cas} of Fina 
of voluntary violation of confidence, ‘ Fi 

d ederal 
violation of what Mr. Carey calls th? was put 
accountant’s “sacred duty.” ay Co., Ner 





~ 








Dan Throop Smith says 


tax reform is urgent 


“WE FACE a threat of ultimate collapse 
of fiscal morality and serious repression 
of economic growth unless the Federal 
says Dan 
Throop Smith.1 In a new book pub- 
lished a few days ago, he says individual 
tax reform is the most important of six 
self-financing packages which can_ be 
adopted regardless of the budget posi- 
tion. With reform, he says, the tax 
system could produce more revenue if 


tax system is reformed,” 


that is needed. 

In the individual income tax, the rates 
go too high and the law is too compli- 
cated. In his opinion “many proposals 
sincerely advanced to make it fairer 
would make it monstrously complex.” 
better to reduce indi- 
vidual tax rates,” he says, “and at the 
time tighten definition of 
taxable income.” ‘“‘Deductions for medi- 


“It would be 


same the 
cal expense, casualties, and charitable 
contributions should be allowed only 
when they substantially exceed an aver- 
age figure. To provide equality be- 
tween rent payers and home owners, 
deductions would allowed for 
interest payments and taxes on owner- 


not be 


occupied houses. In fact there might be 
a complete elimination of deductions 
for taxes and interest except when in- 
curred in a business.” 

the basic tax rates, 
“those now using the optional standard 


By adjusting 


deduction would pay exactly what they 
do now.” And it would be much easier 
for everybody to keep records and fill 
out income tax forms. 

“Income tax relief is needed in upper 
tax brackets,” Smith says. Confiscatory 
been self-de- 
feating. They encourage tax maneuvers 


rates have proven to be 


Dan Throop Smith as Deputy to the Secretary of 
the Treasury in charge of tax policy participated 
in the development of the tax law during recent 
years in Washington. He is presently a Professor 
of Finance at the Graduate School of Business Ad- 
ministration of Harvard University. His book, 
Federal Tax Reform, The Issues and a Program, 
was published May 2, 1961, by McGraw-Hill Book 
Co., New York. 


and “shift the balance away from pro- 
ductive and creative activity to the ac- 
quisitive and parasitic.” 

Rate relief would not seriously hurt 
the revenue take. The basic tax rate 
of 20% produces about 80% of the total 
revenue from individual income taxes; 
progressive elements above 50% yield 
only about 2% of the total. 

The present dividend credit, the re- 
peal of which was advocated in Presi- 
dent Kennedy’s tax message of April 
20, should be continued. After an ex- 
tensive analysis of the effects of the cor- 
porate income tax he concludes that it 


) 


would be “conspicuously unwise” to 
“deny any relief for the only form of 
double taxation in the country.” 

The second most important area of 
tax reform is in depreciation allow- 
ances. He urges a “general authoriza- 
tion for faster depreciation.” He would 
postpone any decision on proposals for 
fluctuating depreciation rates to com- 
bat the business cycle, or special invest- 
ment allowances of the recom- 
mended in the President’s recent tax 


sort 


proposals, in favor of immediate adop- 
tion of faster depreciation at all times 
—which has “certain value in facilitating 
long-term growth.” 

Mr. Smith would also simplify de- 
preciation by establishing broad cate- 
gories of property. There could be as 
few as 15 or 20 categories. Depreciation 
reform, he says, is especially important 
for small and medium-sized businesses. 
Other reforms advanced by Mr. 
Smith are in the following areas: 

Capital gains: Tighten the definition 
of capital gains and lengthen the mini- 
mum holding period to one year. The 
tax on “true” capital gains would be 
decreased to 1214% on long-term gains 
of over 10 years and might be increased 
to 3714% on gains under two years. A 
still better reform would be to permit 
a tax-free rollover of investments while 
taxing any capital gains not reinvested 
as ordinary income. 

Corporate income taxes: Tax all cor- 
porate income at the same rate, with 
no differential for capital gains. Remove 
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the tax advantages of organizing a cor- 
poration into multiple subsidiaries; also 
remove the advantages enjoyed by co- 
operative and mutual financial institu- 
tions. Eliminate over a period of years 
the concept of percentage depletion— 
which affects oil and mining—‘unless 
it can be justified on better grounds 
than have been advanced thus far.” 

Trusts and estates: Trusts should be 
ignored as separate taxable entities and 
their income should be fully taxable to 
the donor or his estate until the right 
to income is definitely transferred to an 
individual beneficiary. 

Excise Substitute a broadly 
based tax at the manufacturer or whole- 
saler level for the present “illogical 
selective on a variety of prod- 
” The excise on liquor, 
and gasoline would remain 
where they are, however. os 


taxes: 


€Xcises 
ucts and services. 
tobacco, 


Are Americans taxed more 
heavily than Europeans? 


By MOST STANDARDS of comparison, 
Americans are paying less tax to cen- 
tral and local governments in propor- 
tion to earned purchasing power than 
are Europeans. Considering income, so- 
cial security, sales, excise, and other 
taxes in various countries, the British 
National Institute of Economic and So- 
cial Research found the highest overall 
tax burden to be in West Germany. The 
overall burden in the U. S. was lower 
than in Norway, France, Sweden, Lux- 
embourg, Britain, and the Netherlands 
for personal incomes under $300,000 a 
year. Although our Federal income tax 
rate West Germany's around 
$60,000 incomes, the poor man got the 
break and the best break 


in the U. S. The reason is that we rely 


passed 


worst there 
on relatively high progressive income 
tax rather than on indirect taxes as 
other countries do. 

The Monthly Letter of the First Na- 
tional City Bank of New York (Apr. 60) 
says: “We are also unique in relying 
more on central taxes than on local rev- 
enues as do countries like Switzerland 
and Norway. In general, tax rates abroad 
are more flexible than ours and subject 
to annual review for changes reflecting 
the economic climate. “It would be help- 
ful if we could learn some lessons from 
abroad, and set the stage for a period of 
brilliant expansion by adopting a policy 
of shaving income tax rates year after 
year and thus raising the horizons for 


individual and collective progress.” 
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Grantor 


Clifford 


I RECENT UNPUBLISHED rulings which 
have surprised many practitioners, the 
held that 
come not taxable to the grantor under 


Commissioner has trust in- 


the Clifford provisions (Sections 671- 
678) is taxable to him under family part- 
nership rules, The Commissioner’s sole 
ground for taxing the grantor in these 
rulings was his retention of a reversion- 
ary interest in the trust corpus which 
would not take effect within ten years 
from the transfer to the trust. 

If the corpus had consisted of listed 
securities or any property other than a 
family partnership interest, the service 
could not take this position. Section 673 
provides that the grantor shall be treated 
as the owner of any portion of the trust 
with respect to which he has a reversion- 
ary interest in income or corpus which 
will take effect within ten years of the 
transfer of that portion of the trust. 


Thus, if the reversion is not to be 
effective for more then ten years, the 
income would not, on account of the 


reversion, be taxed to the grantor. 

But although Congress has not clearly 
decreed a different rule with respect to 
trusts owning partnership interests, the 
Commissioner has. Section 704(e) pro- 
vides in part that: “A person shall be 
recognized as a partner for purposes of 
this subtitle if he owns a capital interest 
in a partnership in which capital is a 
material income producing factor, 
whether or not such interest was derived 
by purchase or gift from any other per- 
son.” The Regulations properly require 
the donee to be “the real owner of such 
interest” and add that “a transfer is not 
recognized if the transferor retains such 
incidents of ownership that the trans- 
feree has not acquired full and complete 
ownership of the partnership interest.” 
the rulings 
questionably hold that a reversionary 


take after ten years 


However, unpublished 


interest to effect 


of family partnership interest to 
trust is taxable, IRS says 


by STANLEY W. HERZFELD 


from the transfer to the trust deprives 
the trustee of “full and complete owner- 
ship.” Therefore, the grantor is taxable. 


Legislative history 

It is hard to see why the grantor’s 
reversionary interest should of itself de- 
prive the transferee trustee of “owner- 
ship” only in the case of one kind of 
property—a partnership interest. The 
legislative history of the family part- 
nership provision indicates that Congress 
viewed the family partnership and the 
Clifford 
with respect to the significance of the 
transferor’s retention of of 
ownership. Thus, the House and Senate 


trust as analogous situations 


incidents 


Committee reports stated with respect 
to the 1951 amendment (which was the 
precursor of Section 704(e) of the 
Code): “The amendment the 
Commissioner and the courts free to in- 


leaves 


quire in any case whether the donee or 
purchaser actually owns the interest in 
the partnership which the transferor 
purports to have given or sold him. 
Cases will arise where the gift or sale is 
Other cases will arise 
where the transferor retains so many of 


a mere sham. 
the incidents of ownership that he will 
continue to be recognized as a_ sub- 
stantial owner of the interest which he 
purports to have given away, as was 
held by the Supreme Court in an an- 
alogous trust situation involved in the 
case of Helvering v. Clifford (309 U.S. 
351). The same standards apply in de- 
termining the bona fides of alleged fam- 
ily partnerships as in determining the 
bona fides of other transactions between 
family members.” (Emphasis added). 


In 1954, the statute codified the 
Clifford regulations in subpart E, 
“Grantors and others treated as sub- 


stantial owners,” (Section 671-678). Sec- 
tion 671 provides in part: “No items of 
a trust shall be included in computing 


the taxable income and credits of the 
grantor or of any other person solely on 
the grounds of his dominion and con- 
trol over the trust under Section 61 (re- 
lating to definition of gross income) or 
any other provision of this title, except 
as specified in this sub-part.” 
“Dominion” has been defined in legal 
dictionaries as “ownership, or right to 
property”. If “dominion” in Section 671 
means ownership, then Section 673, not 








the Commissioner’s regulations under 
Section 704(e), determines whether a | 
grantor’s reversionary interest deprives |} : 
the grantee-trustee of ownership. Ee 
However, the Committee report on 
Section 671 is not so clear. It states that: )} _ 
“No items of a trust shall be included in | 
computing the income or credits of the } 1 
grantor (or another person) solely on | Ci 
the grounds of his dominion and con- T 
trol over the trust under the provisions oe 
of Section 61 (corresponding to Section I pa 
22(a) of existing law). The effect of this 
provision is to insure that taxability of | 2 
Clifford type trusts shall be governed rs 
solely by this subpart. However, this /} i a 
provision does not affect the principles ee 
governing the taxability of income to a 
a grantor or assignor other than by rea- ois 
son of his dominion and control over | ; 
the trust. Thus, this subpart has no ap- : 
plication in situations involving assign- 08 
ments of future income to the assignor, free 
as in Lucas v. Earl (281 U.S. 111), Harn- i 
son v. Schaffner (312 U.S. 579), and 
Helvering v. Horst (311 U.S. 112), | 8°” 
whether or not the assignment is to a | i 
trust; nor are the rules as to family part- M 
nerships affected by this subpart. This } Nati 
subpart also has no aplication in deter- i ear 
mining the right of a grantor to deduc- : pis 
tions for payments to a trust under a = 
transfer and leaseback arrangement.” ote 
(Emphasis added). ea 
In this context, the statement “nor } an 8 
are the rules as to family partnerships oo 
affected by this sub-part”, may refer to | of 7% 
partnership rules that bar the assign- z ty 
ment for tax purposes of income arising =a 
from a partner’s services or capital. If } Pa Te. 
the reference to the family partnership “i 
rules were so limited, one could re} ™°?% 
concile the statement in the committee | Pes 
report that “the taxability of Clifford are 
type trusts shall be governed solely by oe 
this subpart” with the statement “nor Pe 
are the rules as to family partnerships hes : 
affected by this subpart.” However, this} wis a 
family partnership rules also relate to tives 4 
“dominion and control’ over _ the dma 4 
donated partnership interest. As we have a se 
seen, questions of dominion and con cabs 
>. a 
) 
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is we have} 


and col 


trol over trusts are to be determined 
solely under Subpart E, Sec. 671-678. 
The Commissioner has characteristic- 
ally reconciled the ambiguity in the 
legislative history in his favor by provid- 
ing in the Clifford regulations that the 
rules as to family partnerships “are not 
affected by Sections 671-678 even though 
a partnership interest is held in trust.” 
But even if the Clifford provisions do 
not expressly apply to Section 704 (e), 
trust income which would otherwise be 
taxable to the beneficiary under Sec- 
tions 671-678 should not be taxable to 
the grantor under Section 704(e) be- 
cause of a reversionary interest. 


Tax traps in investment clubs 
can be avoided with care 


‘THEORETICALLY, club 


may take the form of joint venture, 


an investment 
partnership, unincorporated association, 


trust, syndicate, or but 


actually the choice depends largely on 


corporation 


the income of the members. Uniess they 
are in tax brackets over 50%, the ex- 
penses, state regulation, and double tax- 
ation of a corporate club outweigh the 
the 85% 


attraction of 


dividends _re- 
ceived deduction and accumulation op- 
portunities. The partnership club has 
the advantages of single taxation and 
SEC, sky rules, 
franchise taxes, reporting, and other 


freedom from blue 
government requirements which affect 
corporations. 

Most clubs follow the organization 


agreement suggested by brokers and the 


National Association of Investment 
Club Manual to assure partnership 
Status and avoid an “accidental” cor- 


poration. It is important for the club 
to operate as a partnership lest it be 
taxed because it assumed too many of 
the attributes of a corporation. Though 
few of the existence 
of the Kintner regulations (Section 7701 


clubs are aware 
et seq.) dealing with associations taxable 
as Corporations, most of them know that 


they centralized 


must avoid manage- 
ment, limited liability, issuance of trans- 
ferable shares, provisions for continuity 
of existence, etc., if they expect to avoid 
taxation asa corporation. 

For this reason, clubs are advised to 
have a partnership agreement, rather 
than by-laws; an executive committee, 
not de- 
incorporated 
clubs cannot elect Subc hapter § nor can 


club partnerships elect to be taxed as 


ofhcers. Because their income 


rives from investments, 


' corporations under Subchapter R. 


The typical investment club reports 
its income as a partnership on Form 
1065. It deducts the normal business and 
income producing expenses and _ the 
member's share of each type of income 
received is computed in the ratio that 
his participation bears to the total. 

Some clubs interested in real property 
investments find a trust more satisfac- 
tory than either a partnership or a cor- 
poration. A trustee, usually a bank or 
title company, is a convenient person 
tc hold legal title to property and keep 
it easily transferable. Here too, classi- 
fication, accidentally, as a corporation 
must be guarded against. If the trust 
merely holds title to undeveloped real 
estate and later sells the parcel, it prob- 
ably would not be taxable as a corpora- 
tion. However, if it attempts to carry 
on a business by subdividing or devel- 
oping, the designation as a trust will 
not save it from taxation as a corpora- 
tion. It is expected that not many clubs 
will be affected by the new Real Estate 
Investment Trusts provisions of the 
Code because of size and other technical 
requirements for qualification. 

Investment clubs are growing at a 
great rate. More than 250,000 people 
in 20,000 groups throughout the country 
now invest $5,000,000 yes, million) every 
month in securities. Five years ago there 
2,000 clubs, in 1957 
the monthly investment of 8,000 groups 
was just over $2,000,000. The stock ex- 
changes and brokerage houses make it 


were about and 


easy for new clubs to form by supplying 
organizational material and _ financial 
advisers. Even large corporations have 
begun to realize that the advantages of 
wide public ownership of their stock 
outweigh the extra bookkeeping expense 
and possible heckling that numerous 
small investors entail. Big companies 
are beginning to prepare their own sales 
literature for investment club use. 

A recent study by the New York Stock 
Exchange shows that the typical club 
has 14 members who are either friends 
or co-workers, contributing $18 at each 
monthly 


for in 


stocks selected by majority vote. There 


meeting, investment 
are many variations in this pattern but 
all clubs share the objectives of making 
Most 
clubs look primarily for capital appreci- 


money and having fun doing it. 


ation but some want to gain bread in- 
vestment experience and a few empha- 
size dividend income. The National As- 
sociation of Investment Clubs keeps its 
members informed on all aspects of club 
management, from how to get started to 
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what other clubs are buying and how 
much money they have made. 

Two excellent sources of information 
on creating and operating investment 
trusts are, first, a popular manual, How 
to Run a Successful Investment Club, 
by Raymond Trigger, published by 
Harpers. The second is an authoritative 
law review article, now somewhat old 
but still very helpful Legal Problems 
Created by the Formation and Opera- 
tion of an Investment Club, Univ. of 
Pennsylvania L.R., 1958, pp 845 & 886. 





New decisions 


*IRS discusses procedure on qualifica- 
tion of plan for “associations”. The 
associates in an organization or associa- 
tion, which may be taxable as a corpo- 
ration, have a proprietary interest in the 
organization. The qualification of a 
pension, and 


stock bonus plan, (which covers the as- 


annuity, profit-sharing 
sociates,) of such an organization de- 
pends on the organization’s being classi- 
fied as an association taxable as a corpo- 
ration; in addition, an employer-em- 
ployee relationship must exist between 
the association and the associates. Gen- 
erally the rules prescribed by T.D. 6503, 
11/17/60 (the so-called “Kintner” regu- 
lations) will be determinative. After the 
organization submits to the District Di- 
rector a request for qualification of the 


’ 


plan (accompanied by its articles of as- 
sociation or agreement, by-laws, appli- 
cable local laws, employment contracts 
with its associates, and a legal memor- 
andum regarding its tax status and rela- 
tionship with its associates), the District 
Director will make a detemination. How- 
ever, the appeals procedure to the Na- 
tional Office is not available unless the 
District Director refers the case thereto. 
Rev. Proc. 61-11. 


Partnership incorporation was tax-free. 
Shortly after the sale of a 50% interest 
in a partnership, the two partners trans- 
ferred their interests 


to ta xpayer, a 


newly-formed corporation. A  memo- 


randum from their tax advisor sug- 
gested that the transfer be in the form 
of a the 
advice acted 
upon. Since stock of the new corpora- 


tion 


However, 
that 


sale. record does 


not show this was 


was received, the court finds this 


was a tax-free transfer under Section 
351. The corporation does not have a 
new basis for the partnership assets. 


Edlund Co., CA-2, 3/14/61. 
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State courts may interpret Federal law 


limiting taxation of interstate income 


y bey PROSPECT is that litigation over 
P.L. 86-272, the Federal 


limiting the right of states to tax in- 


statute 


come from interstate business, will have 
to be brought in state rather than Fed- 
eral courts. This is the conclusion drawn 
from a detailed study of the procedural 
aspects of the bill and pertinent pro- 
visions of the Judicial Code, by the edi- 
tors of The Yale Law Journal.* In view 
of the importance. of the law and the 
large number of poorly defined tech- 
nical terms it contains, litigation is in- 
evitable. The that state 
courts will be given the job of interpre- 


probability 


tation makes the process of obtaining 
certainty look long and expensive. Un- 
doubtedly some attention will be given 
to this aspect of the problem by the 
congressional committees studying the 
problem and preparing now to report to 
Congress in 1962. 

In essence, P.L. 86-272 prohibits the 
states from imposing an income tax 
upon out-of-state businesses which mere- 
ly solicit orders locally. The importance 
of the jurisdictional question lies in the 
doubt that a state court, dealing with 
out-of-state litigants seeking to avoid 
local taxes, can give fair consideration 
to Congress’ effort to protect a free in- 
terstate market. A further problem ol 
state court litigation is that only the 
largest companies can afford to deter- 
tax 
basis, and shape their sales policies ac- 


mine liability on a_ state-by-state 
cordingly. What taxpayers need is uni- 
formity of interpretation and_predict- 
ability of effect at a much lower level 
than the U. S. Supreme Court, which 
might ultimately reconcile diverse state 
rulings. 

Inasmuch as the act makes no provi- 
sion for taxpayers to enforce their im- 
munity, presumably they are free to 
bring suit in either state or Federal 
courts but, the Yale editors say some 
very practical problems are involved in 


* “Jurisdiction to Enforce Federal Statutes Reg- 
ulating State Taxation,” 


Vol. 70, pages 636-648. 


choosing the latter. If Federal jurisdic- 
tion is sought under Section 1341 of the 
Judicial Code, a Federal question must 
be alleged and the amount in contro- 
versy must be at least $10,000—more 
than any but the largest corporations 
would ever have to pay. If suit 
brought under Section 1337 of the Judi- 
cial Code (which gives original Federal 
jurisdiction in commerce matters) the 


is 


amount in controversy becomes imma- 
terial it is doubtful whether the 
court can grant appropriate relief. Suits 


but 


for refund could not be heard because 
the Eleventh Amendment prohibits suits 
against a state by citizens of another 
state; injunctions against collecting the 
tax would not be barred by the amend- 
ment but would probably not be granted 
because there is an adequate remedy 
at law, namely, a suit for refund in the 
state courts; and declaratory judgment 
actions would probably be refused for 
similar reasons. 

Even where a taxpayer succeeds in 
overcoming all the difficulties and gets 
his suit into Federal court, he may find 
it remitted to the state courts to deter- 
mine a question of local law. This prac- 
litigation 
and 


tice would cause delays in 


which small firms cannot afford 
would probably destroy whatever ad- 
vantages Federal jurisdiction seemed to 
offer. The best way to resolve the prob- 


lem, the editors conclude, would be to 


allow the Federal courts to grant in- 
junctions whenever the state has not 
consented to suits for refund in the 


Federal court. This could be done by 
an explicit exception to Section 1341 of 
the Judicial Code or by a general pro- 
urge by 
Congress of legislation to effect this 


vision. They consideration 


change. 
New York reports on study 


of city’s gross receipts tax 


SOMETHING MAY BE DONE this year about 
the growing opposition to New York 





City’s gross receipts tax. Asked to review 
the problems and to suggest solutions 
for action by the 1961 Legislature, the 








New York State Tax Structure Study 
Committee has issued an interim report 
containing pertinent observations on 
privilege taxes generally. We summarize , 
them here and recommend that people ; 
interested in New York City’s specific a 
problems, especially in taxing financial b 
firms and interstate commerce, consult P 
the full report. Be 
The New York City general business | fi 
and financial tax, often called the gross tir 
receipts tax, has proved to be a fairly bi 
stable source of revenue that is not fu 
much affected by the business cycle yet } 
provides a hedge for the city against j 
inflation. The tax is regarded as justi- | 
fiable under the benefit theory of taxa- | 
tion—firms privileged to do business in U 
the city receive its various services and - 
in exchange pay a tax on their gross re- ps 
ceipts or gross income, depending upon = 
the nature of the business. Although on } is: 
the basis of benefits received the tax may pe 
be equitable, on the basis of ability to ! tt 
pay it may be quite inequitable and ah 
even discriminatory. It is particularly — 
burdensome to established firms operat- y Dut 
ing at a loss, new firms that have not yet } = 
started to make money, and highly com- the 
petitive or low mark-up businesses that pe 
cannot pass the tax along to consumers. eg 
The essence of the problem confront- = 
ing cities using this means of raising = 
revenue is how to retain the gross re- os 
ceipts tax yet gear it to the ability to : = 
pay. One solution is to establish differ- ) = 
ential rates for various industrial groups -* 
based upon profit margins and possibly } R 
further differentials for profitability air 
within the group. Other possibilities are eta 
to reduce rates for companies operating } Paes 
at a loss or give all firms the option of — § 
computing their tax on the basis of net = 
income rather than gross receipts. All of = yj 
these approaches would increase the ited 
complexities of administration but to a ee 
lesser degree than would be entailed in —— 
a shift to a net income or gross profits | bia 
tax for all businesses. qond th 
Complaints about the administration paid ‘ 
of the tax have long been voiced by! Cutatle 
businessmen and tax practitioners. Pro- provid 
vision is made for hearings and appeals, | Tepossé 
but as a practical matter they have been Taxpa 
so protracted, unsuccessful, and expen- installr 
sive that a settlement is almost manda qT 
tory. In the long run, the feeling that chandis 
the tax is unfairly administered hurts an oul 
the economic health of the city, and ton in 
therefore, serious consideration should ‘PPlica 
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be given to improving administrative 
practices. So far, the most significant 
proposals are to (1) give the Comptroller 
and Treasurer power to grant exten- 
sions for filing returns of up to six 
months, rather than the 30 days that 
is the current maximum extension; (2) 
aid new businesses by redefining the 
basic period subject to tax, thus post- 
poning the first payment; (3) reset the 
requirements for final payment so that 
firras ceasing business at any time dur- 
ing the calendar year are on the same 
basis; and (4) liberalize the rules on re- 
funds for overpayments. % 





New decisions 


State may constitutionally impose sales 
tax on service of repairing interstate 
railroad cars. Taxpayer, an interstate 
railroad, repaired cars and locomotives 
owned by other railroads but used by it 
as exchange equipment. It voluntarily 
paid the applicable Utah use tax on the 
materials used in making these repairs, 
sales tax on the 
services rendered by it, and paid for by 
the owner railroad, violated the inter- 
state commerce clause of the U. S. Con- 
stitution. This contention is rejected by 


but contended that a 


the court, evidently because “The cars 
and locomotives are temporarily taken 
out of service while the repairs are 
made.” They are not in interstate com- 
merce during repair. Denver & R. G. W. 
Ry., Sp. Ct. Utah, 1/13/61. 

Refund of sales tax ordered despite rule 
barring refund if merchandise is re- 
possessed. Under the Rules implement- 
ing the Maryland sales tax, an install- 
ment vender may either pay the entire 
tax upon the sale or pay only as amounts 
are received. If he chooses the first al- 
ternative, he is entitled to a refund if 
he is unable to collect the purchase 
price. If a sale is rescinded or canceled, 
ind the purchase price (and the tax) re- 


*paid or credited, the seller is likewise 


listration 
by | 
ners. Pro 
1 appeals 


1ave been} 


oiced 


1d expen 
st mand 
eling that) 
ared hurts 
city, and} 
shoul 


on 





entitled to a refund. But the Rule also 
“When 
repossessed, no tax shall be refunded.” 


provides: any merchandise is 
laxpayer had sold merchandise on the 
installment method and paid the entire 
tax. The purchaser defaulted, the mer- 
chandise was repossessed, and the seller 
still suffered a large loss due to diminu- 
tion in value of the merchandise. His 
application for refund of part of the 


sales tax was opposed on the ground 





that the merchandise had been re- 
possessed. The court rejects this conten- 
tion, holding that the rule against re- 
funds in the case of repossession applies 
only where the seller is unable to show 
that he has properly charged off amounts 
as worthless. Otherwise, 
installment 


as the court 


paying 
only on amounts received would have a 
distinct advantage where repossession 
became Also, it would be 
anomalous to favor the vender who slept 
on his rights over the diligent vender 
who was unable to avoid a loss despite 
proper repossession. Phillips, Ct. Apls. 
Md., 2/20/61. 


notes, an vender 


necessary. 


Tax abatement for all veterans, regard- 
less of wealth, qualifies as charity. A 
Nevada statute exempts from taxation 
the property of veterans to the extent 
of $1,000. This provision was challenged 
as being in contravention of that section 
of the Nevada constitution that permits 
exemption for only certain enumerated 
(and concededly inapplicable) purposes 
: charitable purposes.” The 
challenge was based on the fact that 


‘or other 


the statute applies to all veterans, re- 
gardless of As the court 
phrased the argument, “to 


need. para- 
confer a 
financial benefit on a wealthy veteran 
is not an act of charity.” The court re- 
jects this argument, however, reasoning 
by analogy from the statute granting 
similar relief to all widows and orphans, 
regardless of need. This statute is given 
controlling weight by the court for two 
reasons: (1) its validity was conceded, 
and no persuasive distinction urged; 
and (2) it was enacted by many of the 
same legislators who framed the consti- 
tutional provision invoked. Hendel v. 
Weaver, Sp. Ct. Nev., 2/2/61. 


Road building not exempt from use 
tax as “industrial processing.” Michigan 
exempts from its use tax tangible per- 
sonal property used in “industrial proc- 
essing’. ‘Taxpayer, 
the contended 
that it was engaged in an “industrial” 


engaged in road 


building within state, 
pursuit, and that its activities of grad- 
ing, paving, and finishing were “process- 
ing” of the land. The court declined, 
however, to consider whether taxpayer 
came within the literal language of the 
statute. It rejected taxpayer’s conten- 
tion on the basis of precedent, citing its 
own recent decisions that water soften- 
ing and gas handling were noi industrial 
processing within the meaning of the 
The court indicated 


statute. that, in 
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general, industrial processing was to be 
limited to the prfocessing of commodi- 
ties to condition them for a later sale. 
Edison, Mich. Sp. Ct., 1/9/61. 

Dentures exempt from sales tax as 
equipment worn as a bodily substitute. 
A Connecticut statute exempts from sales 
tax “equipment worn as a correction or 
substitute for any functioning portion 
of the body.” Taxpayer was in the busi- 
ness of selling dentures to dentists to 
be fitted to patients. Although the regu- 
lations under the statute exempted false 
noses and false ears, they specifically in- 
cluded as taxable sale by dental labora- 
tories of artificial plates, teeth or other 
dentures. This distinction is rejected by 
the court as being unfounded. The court 
also states that it to under- 
stand the taxing authority’s contention 


is unable 


that the sales are taxable because they 
are made to the dentists rather than di- 
rectly to the patients. Dent-Craft Labora- 
tories, Conn. Sp. Ct. of Errors, 1/24/61. 


Statute taxing rentals applicable to pay- 
ments under preexisting leases. In 1959 
the Washington sales tax statute was 
amended so as to include the renting or 
leasing of tangible personal property as 
a “sale” subject to the tax. The tax was 
to be collected on “the installments of 
the the 
time the same fall due.” The question 


amount of rental, as of 
presented to the court was whether the 
amendment was intended to apply to 
rentals coming due under leases entered 
into prior to the amendment. Appellants 
contended that the entry into the lease 
was the only taxable event, and that 
subsequent payments of rent would not 
be taxable in the case of preexisting 
subse- 
quent taxable event. The court rejects 


leases, since there would be no 
this view, holding that the leasing of 
property should be treated as a series of 
sales, rather than a single sale, each of 
which is subject to the tax. Gandy, Sp. 


Ct. Wash., 2/16/61. 


Transportation charges billed separately 
not subject to sales tax. The Iowa sales 
tax statute exempts “gross receipts from 
the sales, furnishing or service of trans- 
portation service.” Taxpayer was in the 
business of selling concrete, which it de- 
livered in mixer trucks. Its prices, which 
it quoted and billed separately, were 
$13 to $14 a cubic yard for the concrete 


and 70c a cubic yard for delivery within 
two miles and 12c a yard-mile beyond 
two mile radius. Despite a rule of 


the 
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Tax Commission, which re- 
quires inclusion of transportation 
charges where merchandise is “quoted 
by the seller at a delivered price,” the 
court holds that the statutory exemp- 
tion is clear and controlling. The court 


the 


the State 


regards it as immaterial whether 
sale is consummated before or after de- 
livery. Clarion Ready Mixed Concrete 


Co., Sp. Ct. Iowa, 2/8/61. 


Foundation qualifies for exemption even 
though it dispenses no charity within 
state. The Oklahoma income tax statute 


exempts “organizations not organ- 
ized or transacting business for profit.” 
Taxpayer, a District of Columbia chari- 
table foundation that qualified 
the Revenue Code 


1939, derived income from oil and 


had 


under Internal of 
gas 
royalties in Oklahoma. Taxpayer en- 
gaged in no other business within the 
and made no charitable disburse- 


The Oklahoma Tax Com- 


state 
ments there. 
mission assessed income taxes against 
taxpayer on the theories that (1) it was 
not qualified for exemption since its 
charitable work did the 
benefit of Oklahoma and (2) it trans- 
the 


profit. Both of these arguments are re- 


not inure to 


acted business within state for a 


the court. An organization 
all 
charitable work is done elsewhere. Also, 
it the the 


jected by 


may be exempt even though its 


destination, rather than 
of that 


an organization is “transacting 


is 
source, income determines 
whethe1 
business for profit.” The Joseph P. Ken- 
nedy, Jr. Foundation, Sp. Ct. Okla., 2 
28/61. 

State exempting sales to itself may not 
tax sales to United States. Illinois taxes 
the of 


selling tangible personal property at re- 


“persons engaged in business 
tail,’” but exempts those who sell to the 
state or its subdivisions or to charitable, 
educational organizations. 


States 


religious, o1 
The 
ged in the business of selling aircraft 

the Air 


Statute 


United and taxpayer, en- 


vat 


s 


engine cartridges to 


the 


Startel 


Force, challenged Illinois 


before a three-judge Federal district 
court. The court overrules various juris- 
dictional objections and holds that the 
statute, “as applied here, results in the 
imposition of a tax which discriminates 
Federal Government and 


against the 


those with whom it deals and is, there- 
fore, unconstitutional.” Olin Mathieson 


Chem. Corp., USDC, N.D. Ill., 2/4/61. 


Use of apportionment formula not im- 
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proper for unitary electrical power 
business. Taxpayer was engaged in the 
business of selling electric power in 
North Carolina, Virginia, and West 
Virginia. Although its rates were the 
same, the cost of doing business (per 
unit of income) was far greater in North 
Carolina because of the relative sparsity 
of the population serviced in that state. 
Accordingly, taxpayer objected to pay- 
ing North Carolina income taxes on an 
allocation formula based entitrely on 
the percentage of gross recipts derived 
from that state. It sought to use a sepa- 
rate accounting method, utilizing the 
accounts that had been accepted by the 
North Carolina Utilities Commission for 
rate-making purposes. As an alternative, 
it sought to use an allocation formula 
based on payroll rather than gross re- 
ceipts. Finally, as a third choice, it asked 
that its tax be computed by taking the 
average of the factors produced by the 
gross receipts and payroll allocation 
methods. This last suggestion was adopt- 
ed by the Tax Review Board, which 
found that the gross receipts allocation 
method “would so operate as to subject 
the company to taxation in this state on 
a greater portion of its net income than 
could reasonably be attributed to busi- 
ness within this 
Despite the fact that the board granted 
one of its alternative requests, taxpayer 
filed exceptions, paid under protest, and 
sued for a refund arguing that its sep- 
arate accounting records should be used. 


or earnings state.” 


From a judgment dismissing its suit, it 
appealed, and this court affirms. To the 
that the method 
duced an excessive tax, the court says: 
“Varying the different 
states wherein the integrated part of the 


argument used pro- 


conditions in 


function must be ex- 


individual 
from the general average of the factors 


whole business 


pected to cause deviation 
in the formula equation in all the dif- 
ferent states wherein the integrated parts 
of the whole business function, and yet 
the mutual dependency of the inter- 
related activities in furtherance of the 
entire business sustains the apportion- 
ment process.” The court points out that 
taxpayer did not explain the relevance 
of the determination by the Utilities 
Commission, and asserts that that deter- 
mination and the question before the 
tax Review Board “are entirely different 
matters, and involve different factors.” 
The court also holds that the imposition 
of the tax “is not open to constitutional 
objections as operating to tax extra- 
territorial income in violation of the 


due process clause of the Fourteenth 
Amendment to the Federal Constitution, 
or as being an unconstitutional burden 
on interstate commerce.” Virginia Elec. 
and Power Co., Sp. Ct. N.C., 2/3/61. 


Contractor liable for Michigan value 
added tax on labor but not materials; 
agency in purchasing was established. 
A Michigan contractor, building a paper 
mill for his client, sought to eliminate 
all payments for labor and materials from 
his Michigan Business Activities tax base 
by claiming that he acted merely as an 
agent for his client. The claim was 
allowed as to materials upon proof that 
except for incidentals the client issued 
all purchase specifying 
what, where, and when to buy, guaran- 
teeing payment. But the agency claim 
was disallowed in regard to labor be- 
cause the contractor hired, supervised, 


requisitions, 


insured, and set wages for the workers. 
The fact that the client directed what 
work was to be done and how many 


workers hired was not sufficient to show } 
an agent-principal relationship. Sumner, 


Mich. BTA 1/12/61. 


Trusts were not administered in Wis- 
consin; not taxed there. Two intervivos 


trusts established by and for the Pabst 


family of Wisconsin were administered 
by out-of-state trustees relying on the 
out-of-state 


investment advice of an 


brokerage firm. The usual procedure was | 
for the trustees to inform a Wisconsin 
employee of the family of their deci- 


sions. He in turn would transmit the 
stock orders, collect dividends for de- 
posit in a local bank, keep records, and 
assist the auditors who prepared the 
Federal tax returns. The stocks, bonds, 
and other intangibles comprising the 
trust were kept outside Wisconsin al: 


though some insurance policies were | 


kept within the state. 
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The state sought to tax the trusts on Injur 
the theory that they were being ad) °¢? 
ministered in Wisconsin and therefore) ‘divi 
the intangibles had acquired a situ’) ty for 
there. The court rejected this argument} “pla 
by finding that only ministerial acts were) P€) 
performed within the state while the! Distric 
management and control, the normal een 
meaning of administration, remainet Distri¢ 
outside. Neither the physical presence of lecting 
the trusts’ intangibles, nor the dividend tax li¢ 
thereon, nor the use of a local inter? “lled. 
mediary in executing orders was sufi} “SS¢ssm 
cient to give the trusts taxable situs i them * 
Wisconsin. Pabst, Circ. Ct., Milwauked xy 

Pat law. 






Cty, 9/14/60. 
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EDITED BY PETER G. DIRR 





Social Security rolls in 1960 
THE MONTHLY “Indicators” published 
by the United States Department of 
Health, Education, and Welfare furnish 
some interesting statistics relative to the 
operations of the Social Security pro- 
gram in 1960. 

Old-age, survivors, and disability in- 


surance beneficiaries rose about 1.2 mil- 
lion during the year — to nearly 15 
million. 


Disabled workers and their depend- 
ents receiving benefits based on disabil- 
ity numbered about 700,000 by the close 
of the year. 

Benefit payments were in the neigh- 
borhood of $11.3 billion, including 
$10.7 billion paid to retired workers and 
their dependents and $.6 billion to per- 
sons receiving benefits based on dis- 
ability. 

Total payments to public assistance 
recipients were $3.7 billion during fiscal 
year 1960. Of this amount 52% was pro- 
vided by the Federal Government, 36% 
came from state 


sources, and the re- 


maining 12% from local sources. 

About 2,350,000 persons are old-age 
assistance recipients—some 40,000 fewer 
than at the beginning of 1960. They re- 
totaling about $1.9 
billion. w 


ceived payments 





Injunctive relief against failure to pay 
over withheld taxes. The plaintiffs, three 
individuals, were assessed a 100% 


, penal- 
ty for non-payment of withheld taxes on 
bank- 
They brought suit against the 
District Director asking that the penalty 
assessments be that the 
District Director be enjoined from col- 
lecting and that the 
levy be can- 
Plaintiffs alleged only that the 
assessments and tax liens were causing 
them “irreparable harm and damage” 


employees of a corporation in 


I uptc y ° 
declared void, 


such assessments, 


tax liens and notices of 


Milwauk } for which they have no adequate remedy 
‘ The District Court denied an 





at law. 


injunction saying that Section 7421 of 
the 1954 Code bars all actions to re- 
strain the collection of an Internal Rev- 
enue tax, except where (1) the tax assess- 
ment is an illegal exaction in the guise 
of a tax, and (2) there are present “spe- 
cial and extraordinary circumstances” 
sufficient to bring the case within some 
acknowledged head of equity juris- 
prudence. It cited Standard Nut Mar- 
garine (284 U.S. 498). 


mands _ the 


This court re- 


case to permit filing an 
amended complaint. It says that it was 
erroneous for the district court to con- 
clude from a single case decided upon 
its facts that there is only one exception 
to Section 7421 which would otherwise 
prohibit injunctive relief. ‘The majority 
opinion notes that the cases have created 
some five exceptions to the general rule 
of no injunctive relief; namely, (1) cases 
involving suits to enjoin collection of 
taxes which are not due from the plain- 
tiff, but, in fact, are due from others; 
(2) cases in which plaintiff definitely 
showed that the taxes sought to be col- 
lected were 
(3) 


volved; 


“probably” not validly due; 


cases in which a penalty was in- 
(4) cases in which it was defin- 
demonstrated that it not 
proper to levy the tax on the commodity 


in question; 


itely was 
and (5) cases based upon 


tax assessments obtained 
The 
concurring opinion states that the ex- 


ception for the granting of an injunc- 


fraudulently 


by the tax collector by coercion. 


tion against the collection of a tax is 
too broadly stated in the majority 
opinion. Botta, CA-2, 3/6/61. 


Jury finds no responsibility for with- 
held taxes. A jury finds plaintiff was 
not a responsible officer 
liable for the 100% 
to pay 


and so not 
penalty for failure 
The facts 
are not given, but apparently there was 
some question whether taxpayer had 
been elected vice-president. 
DC Ind., 2/15/61. 


over withheld taxes. 


properly 
Cumberlander, 


President's failure to pay over withheld 
tax willful after he assumes manage- 
ment. Schweitzer was president and ma- 


55 


Payroll taxes « 


jority shareholder of the corporation. 
He brings suit for refund of the 100% 
penalties paid by him for failure to pay 
over amounts collected from employees 
as withheld income and FICa taxes for 
1957 and the first quarter of 1958. Dur- 


ing 1957 and until January 28, 1958, 
the vice-president and _ secretary-treas- 
urer of the corporation, who was a 


stockholder, was the active manager of 
the corporation. Schweitzer devoted his 
full time to another corporation, giving 
the taxpayer-corporation involved in this 
suit only occasional attention. In 
October 1957, Federal tax liens had been 
filed against the corporation for unpaid 
withheld taxes and FICA taxes for prior 
quarters in 1957. Schweitzer had no 
knowledge that the withheld income and 
FICA taxes had never been paid to the 
United States. court holds that 
Schweitzcr was a person under a duty 
truthfully account for, and 
pay over income and FICA taxes with- 


This 
to “collect, 
held from employees’ wages.” The court 
further finds that Schweitzer’s failure to 
cause payment of the taxes collected for 
the first, second, and third quarters of 
“willful”, but failure for 
the fourth quarter of 1957 and the first 
quarter of 1958 was “willful” within the 
meaning of Section 6672 of the Code. 
Schweitzer, DC Neb., 3/4/61. 


1957 was not 


Guaranteed annual wage under collec- 
tive bargaining agreement is “wages.” 
Pursuant to a_ collective bargaining 
agreement an employer guaranteed to 
certain wage pay- 
ments during periods of unemployment. 
The amounts provided for designated 
employees were computed under a spe- 
cial rate schedule, subject to reduction 
for excessive leaves, disciplinary layoffs, 
and state unemployment benefits. The 
benefits under the plan were payable in 


employees annual 


any event and were not limited by 
fixed amounts contributed to a fund. 
The IRS rules that the amounts ex- 


pended under this guaranteed annual 


wage plan represent “wages” for pur- 
I - 
Federal unem- 


ployment and withholding. 


poses of social security, 
This is not 
a supplemental unemployment benefit 
plan because the payments are limited 
by the size of a specific fund. Rev. Rul. 
61-68. 





*xkindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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IRS aims to audit more returns 


each year with help of ADP 


ENFORCEMENT EFFORTS will realize about 
$2 billion this year, a big increase over 
1960. Broad audit coverage seems to be 
the best way to restore taxpayer morale 
and bring in the gamblers who are will- 
ing to risk that their returns will not be 
missed, or scrutinized. The audit force 
of well-trained agents which produced 
$46,000 a man last year will be expanded 
as work continues on the automatic data 
processing centers throughout the coun- 
1 Atlanta, 


y. The first regional center, 1 
Ga., is expected to start handling returns 


in January 1962 for transmission of 
data to the national center in Martins- 
burg, W. Va. but it will be several years 


before all regions are mechanized. 
Talking recently to the House Sub- 
committee on appropriations, Mr. 
lin made these points in asking for funds 
for 2,000 new IRS employees, 
agents, so that a greater percentage of 
returns can In 1961] 4.4%, 
(almost three million) will be reviewed 
but in 1962 the IRS aims to cover at 
tls Even though this is 
Mr. 

not prepared to say just what the 


Cap- 
mostly 


be audited. 


least “much 


too low” a percentage, Sucre was 
deal 
ratio would be. His answers to the com- 
mittee’s questions suggest that an over- 
all percentage between seven and eleven 
high level of volun- 
although the 
the highest tax 
might even be 100%. 

It is very unlikely that ADP will cut 
into the 10,750 agents required for audit- 


would maintain a 


tary compliance proper 


audit rate in brackets 


ing because the system will undoubtedly 
that 
Tax returns and payments will 


reveal more returns should be 
studied. ° 
be received in district offices, as they are 
now, but after the money is banked and 
certain preliminary work done, all docu- 
ments will be shipped to the regional 
service centers. There the returns will 
be coded and edited, pertinent informa- 
tion recorded on punchcards and trans- 
ferred to magnetic tape, for forwarding 
to the computer center in Martinsburg, 


W. Va. Here master files will be com- 





piled and various output tapes made 
for use in regional offices. Refunds, re- 
minders, delinquencies, bills, audits, etc. 
will be handled from there as the taped 
information is put on paper. 

Mr. Caplin stated the objectives of 
ADP first, to provide a systematic 
check on non-filers; second, to verify all 
returns mathematically; third, to deter- 
mine the status of taxpayers’ accounts 
before fourth, 
to provide a consolidated tax account 
for every taxpayer; fifth, to allow com- 
of all information documents 
with actual return; and sixth, to 
mechanize the classification of returns 
for audit purposes. In the long run these 
specific objectives are viewed by the IRS 
as aids to the ultimate objective—volun- 
vr 


as: 


any refunds are made; 


parison 
the 


tary compliance. 


Great Britain finds it hard 
to get tax collectors too 


Recruitinc for the tax service has be- 
come a frustrating job in England, The 
Economist reports. Before the war there 
were three qualified applicants for every 
opening but now it’s amlost vice versa 
—two openings for every qualified. Part 
of the explanation for this reversal may 
be the competition of big firms seducing 
good men for their own tax divisions, 
but a more important factor, it 
seems to be the change in public opinion 
the Inland Revenue. Recruits 
tend to regard inspecting as an anti- 
social job, preferring civil service posts 
in the Ministries of Labour and Educa- 
tion. 

The universities are not helping to 
stir interest or steer graduates to the 
Revenue’ vacancies, and_ recruiting 
women is “risky business”. They can be 
good inspectors but they can’t resist 
marriage and they can’t return after a 
break in service as they do to school 
teaching. The special correspondent who 
wrote “Wanted: Tax Men” for The 
Economist of March 4, 1961, 


Says, 


toward 


says there 





is some hope for improvement in re- 
cruiting through raising the entry age to 
28 and speeding the placement of ap- 
plicants, but he concludes “ there 
is no dodging the fact that there are 
easier ways of paying taxes now than by 
collecting them”. ¥ 


Tax Court shows drop in 
cases filed and pending 


FoR THE FIRST time since July 1959 the 
pending caseload in the Tax Court has 
dropped below 12,000. From July 1960 
through January 1961 the number of 
new cases filed was 9.5% below the same 
period last year. Although fewer cases 
have been closed this year than at a com- 
parable time last year, the IRS goal of 
6,500 closed cases in 1961 will probably 
be reached. 

In presenting the Tax Court’s budget 
to a subcommittee of the House Com- 
mittee on Appropriations, Judge Mur- 
dock revealed these statistics and the 
fact that three judges will be retired and 
replaced this year. They are entitled to 
full pay in retirement but it is expected 
that they will continue to serve the Tax 


Court to the limit of their abilities as do | 


four judges previously retired. Thus the 
court will have a net gain of three 
judges but no speed-up in hearing or 
deciding cases is anticipated. Judge Mur- 
dock answered a question on this sub- 
ject with the comments that during the 
delay of preparing pleadings and wait- 
. can think 
are and we 


ing for trial “the parties 

of what their differences 
think that has a very substantial bear- 
ing upon how many settlements we get 
in the end; they have had time to cool 
off a bit and maybe the situation has 
changed.” % 


IRS goal is to audit all 
returns over $10,000 


In nis first public address as Internal 
Revenue Mr. Caplin 
said to the Tax Executives Institute, 
that he considers his primary duty to be 
the strengthening of voluntary 
pliance. 


Commissioner, 
com 


a check of all personal returns showing 
over $10,000 gross and a spot check ol 
those below. “There is nothing wrong in 
being audited, and I think we should? 
get this point across to taxpayers, % 
they will come to expect an audit as! 
matter of routine. A broad audit pro 
gram protects the honest taxpayer and 
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encourages fair reporting of income and 
deductions”, Mr. Caplin said. 

A more distant goal which the new 
Commissioner has in mind is a system 
of taxation under which all classes of 
income would be treated alike. Speak- 
ing at a National Press Club meeting, 
Mr. Caplin suggested that such a system 
would be more equitable. He would 
couple it with a five-year averaging of 
income and would eliminate special 
preferences which “a corrosive 
effect on the willingness of taxpayers” to 
report accurately. xz 


have 


Brookings starts program 
of tax research, education 


THE FIRST coordinated study of Federal, 
state, and local finances in the U. S. will 
be undertaken hv the National Com- 
Finance. The 
Brookings Institution which planned the 
program has appointed Dr. Joseph A. 
Pechman, economist for the Committee 
for Economic Development, executive 
director 


mittee on Government 


and has secured a grant of 
$750,000 from the Ford Foundation to 
get the program started. 

rhe objective of the study is to assist 
legislators and private groups in finding 
better methods of government financing. 
Research will cover all kinds of taxes 
and their effects at various levels of 
government, the problems of govern- 
ment spending and investing, review 
and appraisal of theories of public 
finance. The educational phase of the 
program will include publications and 


conferences to encourage the exchange 


of views and improve public under- 
standing of the issues. 

Dr. Robert D. Calkins, president of 
Brookings, describes the program as “an 
effort to encourage better policy-making 
through research and a better under- 
standing of the economic effect of taxes 
and government spending.” He _ has 
pointed out the effect of governmental 
activity on our economy and the need 
for legislatures to have complete in- 
formation about existing conditions and 
the probable consequences 
policies. 

Members of the Committee are: 
Elliott V. Bell, editor and publisher of 
Business Week and chairman of execu- 
tive committee, McGraw-Hill Publish- 
ing Co.; Howard R. Bowen, president, 
Grinnell College, Grinnell, lowa; Robert 
D. Calkins, president, Brookings Institu- 
tion; Marion 


of their 


B. Folsom, director and 
adviser, Kodak 
Co.; Henry H. Fowler, senior member, 


management Eastman 
Fowler, Leva, Hawes, and Symington, 
Washington; Erwin N. Griswold, Dean, 
Law School, Harvard University; Alvin 
H. Hansen, emeritus professor of politi- 
cal 
George 


economy, Harvard 
W. Mitchell, president, 
Federal Reserve Bank of Chicago; Don 
Dean, School of 
Public Administration, Harvard Univer- 


University; 
vice 


K. Price, Graduate 


sity; Jacob Viner, professor of eco- 
nomics, Princeton University; William 
C. Warren, Dean, Columbia University 
Law School; Herman B. Wells, presi- 
dent, Indiana University; Alfred H. 
Williams, former president, Federal Re- 


serve Bank of Philadelphia. Ww 





Lawyer’s failure to report income fraud- 
ulent. 


Taxpayer's income was derived 
from the practice of law and from the 
rental and sale of real estate. In his re- 
turns he reported no income tax liabil- 
ity and omitted items of income such 
is legal fees, interests, rents, and gain 
from the sale of property. In his return 
lor one year he overstated the cost of 
a rental property and the allowable de- 
preciation on it when he discovered that 
without such overstatement he was go- 
ing to have some income tax to pay. 
laxpayer’s excuse for failure to report 
real estate profits was that he under- 
stood as long as he was putting this 
income into like property, he did not 
have to include it in income tax 
returns. The returns are deemed fraudu- 


his 


lent so that the statute of limitations is 
inapplicable to bar the deficiency assess- 
ments. This court affirms. Spriggs, CA-9, 
4/21/61. 


Transferee liable despite return of gift. 
While 


ferred stock of his wholly owned corpo- 


owner was insolvent he trans- 
ration to his sons, taxpayers here. One 
son, an adult, signed the certificates as 
the corporation’s secretary. Later both 
sons executed formal reconveyances. 
The court holds the elder son liable as 
transferee. Under New York law he was 
the owner of the stock and transferee 
liability properly The 
younger son however had no knowledge 
of and never accepted the gift of stock; 
the reconveyance was a repudiation, not, 


was asserted. 


Effective tax procedures * 


57 


as the Commissioner argued, an acknowl- 
edgement of the gift. Ginsberg, 35 TC 
No. 120. 


Informal petition, not timely filed, is 
dismissed. Taxpayer's reply to a notice 
of deficiency was postmarked after the 
ninety day period had expired. Further- 
more, the reply was an informal letter 
and did not qualify as a petition. The 
court dismisses the 
TC No. 118. 


case. Denman, 35 


Limitations period suspended until Tax 
Court is final. This suit is 
brought to collect a jeopardy assess- 


decision 


ment. Since the limitations period was 
suspended until the Tax Court deci- 
sion against taxpayer became final, and 
for a further period by agreement be- 
tween the parties, the court finds the 
action is timely. Covel, DC Calif., 4/ 
3/61. 


Interest attributable to carryback starts 
from filing of claim. 
vision of the Code, starting interest on 


A specific pro- 


an overpayment attributable to a carry- 
back the 
claim, controls over the general rule 


on date of filing a refund 
that interest starts on the date the over- 


payment arises. Taxpayer contended 
that this provision applied only to ad- 
ministrative refunds and not to over- 
payments determined by court decisions. 
The Supreme Court sees no need to 
differentiate between the two situations 
where the specific provision is complete 
on its face. Justice Douglas dissented 
without opinion. Bulova Watch 


Sup. Ct., 4/17/61. 


Co., 


Repeated examination voids assessment. 
Section 7605(b) of the 1954 Code pro- 
hibits repeated examinations by Rev- 
enue Agents of the same taxable year, 
with certain exceptions, unless the tax- 
payer consents to the subsequent exam- 
inations. An assessment resulting from 
an examination in violation of this pro- 
Reineman, DC IIL, 


vision is invalid. 


3/13/61. 


Fraud in any respect keeps return open. 
the 1944, the 
taxpayer reported a loss of nearly $200,- 


In his return for year 
000. The Commissioner assessed a tax of 
over $600,000, together with a 50% fraud 
The 


sioner’s assessment was more than three 


penalty and_ interest. Commis- 
years after the date when the return for 
1944 filed. The 


argued that the taxpayer was not en- 


was Commissioner 
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titled invoke the statute of limita- 


tions because the taxpayer had been 


to 


guilty of fraud as to one minor item 


amounting to approximately $13,000 
of income. The Tax Court held in 
favor of the Commissioner and _ this 


court affirms. If a return be fraudulent 
in any respect with intent to evade a 
tax, the taxpayer is deprived of the 
benefit of the statute of limitations for 
that year with respect to all matters per- 
taining to that year even though the 
fraudulent item be only one of several 
adjustments. Lowry, CA-2, 4/4/61. 


Court costs taxed against district direc- 
tor. Taxpayer won this suit in the Court 
of Appeals and the court awarded court 
costs to him. The suit was against the 
District Director rather than against the 
United Under the 
costs may be taxed against the Director 


States. court rules, 
although they may not be so taxed in a 
suit against the United States. Williams, 


CA-5, 4/25/61. 


Interest accrues on renewal notes though 
originally banned by statute. Taxpayer, 
a bank which had failed in the thirties 
and had been engaged in litigation ever 
since, wound up its affairs by “purchas- 
ing” its notes payable to other banks 
(face amount about $1.8 million) for its 
$50,000. 
after the bank’s president and two oth- 


remaining cash, some There- 


ers bought all its stock, changed its name 


and put it into another business at 


which it prospered. They bought from 
it the notes payable and gave the notes 
Thereafter 

note, 


to a religious foundation. 


taxpayer issued its renewal ac- 


crued interest, and claimed a deduction 
I he 
that 


for it. [ax Court denied it on the 


ground no indebtedness existed. 
This court reverses. The giving of a re- 
newal notes waives the bar of the statute 
of limitations. First National Company, 


CA-6, 4/28/61. 


Dissolved corporation cannot file Tax 
Court petition. [Acquiescence] Taxpayer 
was organized in Georgia in 1933; in 
March 1952 a 
entered dissolving the corporation. The 


state court order was 
petition to the Tax Court relating to 
income taxes for the years 1948 to 1950 
was filed in 1958 by the ex-president, 
who averred only that he was president 
of petitioner prior to its liquidation. 
Consents had been filed by the ex-presi- 


dent extending the statute of limitations. 
Taxpayer moved to dismiss its own peti- 
tion for lack of jurisdiction on the 
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grounds that the corporation was non- 
existent, having been dissolved in 1952, 
and that the ex-president had no au- 
thority to file the petition. The court 
agreed with the petitioner, finding that 
under Georgia law the corporation was 
dissolved in 1952 and that the filing of 
consents is not the same as a suit so that 
the provision of Georgia law that would 
extend the existence of the corporation 
until final disposition of “suits” begun 
years after dissolution 
would not be applicable. [Apparently 
taxpayer's theory is that the result of this 
decision would be to bar transferee li- 
ability, since the statute of limitations 
had run against the transferor corpora- 


within three 


tion.—Ed.] Wheeler's Peachtree Phar- 
macy, Inc., 35 TC No. 22, acq. IRB 
1961-17. 


Offer in compromise tolled limitations. 
The Government brought suit to fore- 
close on real estate owned by the tax- 
payer. The taxpayer disputed the liabil- 
ity and alleged that some of the Govern- 
ment’s claims were barred as to assess- 
ment and collection by the statute of 
limitations. The evidence showed that 
the taxpayer had filed offers in com- 
promise, but that all but one of the 
offers were not signed by the Commis- 
sioner, that one was signed after the six 
year period of limitations had run. This 
court holds that the failure of the Com- 
missioner to sign the offer does not affect 
its validity. Thus the statute of limita- 
tions was tolled. It also holds that be- 
cause of the taxpayer’s failure to keep 
the 
properly determined liability from the 
records which were submitted, and from 
the Commissioner’s study of the tax- 


adequate records, Commissioner 


payer’s methods of operation. Sunbrock, 


DC Fla., 2/21/61. 


Issue which was not raised in pleadings 
can’t be considered by court. ‘Taxpayer 
changed from the cash basis to an ac- 
crual basis in 1954 without requesting 
permission of the Commissioner. Based 
upon taxpayer’s voluntary change, the 
Commissioner determined a deficiency 
in order to include all income and avoid 
duplication of deductions. In its brief, 
taxpayer for the first time challenges the 
constitutionality of the 1958 amendment 
to Section 481 and relies on the limita- 
tions on increase in tax embodied in 
Section 481(b)(1). Since these conten- 
tions were not properly raised in the 
pleadings, the court refuses to consider 
them. Prather, TCM 1961-99. 





Failure to file timely return not due 
to reasonable cause. In filing his 1953 
return in March 1955, taxpayer, who 
has the burden of proof on the issue, 
enclosed a letter explaining that because 
of confusion as to the proper taxable 
year upon which to account and pay 
taxes the return was delayed. The books 
were allegedly closed on March 31, 1954. 
The court holds, assuming that the 
books were closed in March 1954, there 
was no reason why another full year was 
needed to file the return. Taxpayer's 
failure to file timely the 1953 return was 
not due to reasonable cause but was 
willful neglect. Lopo, TCM 1961-126. 


Incompetent’s guardian is his transferee. 
Deficiencies were assessed against tax- 
payer’s husband, an adjudged incompe- 
tent. Subsequently and while insolvent, 
he made transfers to taxpayer, his legal 
guardian. The court holds taxpayer is 
liable as a transferee. That taxpayer did 
the 
own benefit is no defense. She has not 


not use transferred funds for her 
shown that any expenditure made on his 
behalf had priority over the tax claim. 


Sharp, 35 TC No. 123. 


Sole stockholder of liquidated corpora- 
tion not fiduciary for transferee liability 
purposes. Taxpayer’s corporation distri- 
buted its assets and liabilities to him at 
a time when it owed back taxes. Tax- 
payer continued the business individual- 
ly and paid part of the corporation's 
liability. At a time when the transferee 
statute of limitations had run, the Com- 
missioner assessed taxpayer for trans- 
feree liability as a fiduciary. The Tax 
Court holds for taxpayer. There is no 
showing of an express trust and a stock- 
holder does not become a fiduciary mere- 


ly by receiving the corporate assets. Tax- 


payer received the assets as a stockholder | 


and not in the capacity of a fiduciary. 
To consider taxpayer as an equitable 
trustee would completely eliminate the 
distinction between ordinary transferee | 
liability and fiduciary transferee liabil- 
ity. Grieb, 36 TC No. 15. 


{ 
| 


Receivership suspends limitation sta | 
tute. After assessment the Government! 
has a six-year period in which to collect 
the tax. During tiis period a receiver 
had taken over taxpayer’s business. The 
court holds that the receivership sus 
pended the running of the six-year 
statute of limitations. The Government’ 
suit to collect was timely. Davenport, 
DC S. Car., 12/14/60. ; 

| 
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Destruction of returns does not destroy 


Government's net-worth fraud case 


By THE Commissioner meet his bur- 
den of proving fraud if he cannot 
produce the taxpayer's return, or prove 
its contents by secondary evidence? A 
recent case, Putnam, (189 Fed. Supp. 
644 (1960) DC Ohio), seems to relax 
the burden of proof imposed on the 
Commissioner in previous cases. The 
problem, however, is far from resolved. 
The following comments prepared by 
Stanley W. Herzfeld of THE JouRNAL’s 
staff explore the implications of Putnam. 


Burden of proof 

A starting point for analyzing this 
problem is the established rule that the 
burden of proving fraud is on the Com- 
missioner. This means, for example, that 
even if a deficiency in tax is approved 
by the court because the taxpayer fails 
to offer evidence against the Commis- 
sioner’s determination that he has un- 
derstated taxable income by omitting 
gain from a sale, the fraud penalty will 
not be the Commis- 
sioner proves that gain was realized and 


sustained unless 
that the resulting deficiency was due 
to fraud. Karl L. Smith, (TC 1957-48). 
When the taxpayer’s return is in evi- 
dence, the items of income reported and 
deductions claimed are established; one 
then an item 
of income in question was reported, and 
whether taxable 
But 
more complex problem when, having 


can determine whether 
under- 


the Commissioner faces a 


income was 


stated. 


destroyed or lost the return, he recon- 


structs the amount of net income re- 
ported from the tax assessed when the 
return was filed. He cannot show what 
items of gross income and deductions 
appeared on the return. Proof in these 
circumstances that the taxpayer under- 
stated his net income is not convincing, 
unless the Commissioner can eliminate 
the possibility that the discrepancy be- 
tween the net income re-determined by 
him in the deficiency notice and the net 


income reported was due to proper 


deductions or elections in the return not 
taken into account in the Commis- 
tioner’s determination. 

The possibility that the alleged de- 
ficiency could be disproved by items 
in the return accounts for such state- 
ments as “It is the return itself which 
is the basis of the imposition of the 
penalty” Semple (TCM, DN, 25780, 
25781 (1951)) and “It was necessary that 
the returns be introduced in evidence 
in order to impeach them for fraud.”2 
Snell Isle, Inc. (90 F.2d 481. C-5 (1937)). 

In one early Tax Court case, Stein- 
reich (DN 87290, 97391 (1943)), the Com- 
missioner, who could not produce the 
returns, apparently made no effort to 
disprove the possibility that the rela- 
tively small tax reported was not due 
to large deductions rather than to the 
omission of income. The Commissioner 
had determined that deposits in bank 
accounts under the taxpayer's control 
constitute his income which was fraud- 
ulently omitted. Deficiencies in tax and 
fraud penalties were sustained for the 
years with respect to which the returns 
were in evidence. For other years as to 
the the 
fraud penalties were not approved. Re- 


which returns were missing, 
ferring to the missing returns the court 
said: ‘““Without them, we are unable to 
ascertain what income petitioner re- 
ported or that any of his income was 
omitted. Even though the tax paid was 
small, inability to examine the returns 
precludes the possibility of eliminating 
from consideration legitimate off-setting 
deductions in large amounts.” 

To careful net 
worth analysis assist the Commissioner 


what extent can a 


to prove that there could have been no 
deductions to offset the 
legitimately The’. Tax 
Court in Drieborg (Memo Op. DN 
40112, 40113, (1954) sustained the fraud 
penalty in a net worth case commenting 
that “. .. there is nothing in the record 
to indicate that if the returns or copies 


income which 


was omitted? 
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thereof had been put in evidence, they 
would support a conclusion that peti- 
tioner’s income for those years either 
was not understated in the respective 
returns or was not understated by the 
record as it now stands.” The Court of 
Appeals reversed, pointing out that the 
Tax Court's reasoning ignored the fact 
that the burden of proving fraud was 
on the Commissioner. This burden, the 
Appellate Court held, was not met 
where there was of the 
gross or net income reported nor of the 
credits or deductions either claimed by 
the taxpayer or allowable to him. 

In the Rubinstein case, (29 TC 861, 
(1958)) a divided Tax Court abandoned 
its Drieborg opinion without citing it 
and held that despite a net worth analy- 
sis, fraud had not been proved where 


no evidence 


the Commissioner could not show even 
by inference the gross income and deduc- 
return. The 
parties stipulated taxpayer’s cost of liv- 


tions entered upon the 
ing and the taxpayer’s increases in net 
worth in the years for which the re- 
turns were missing; they also stipulated 
that no amounts were received during 
those years from loans, bequests, in- 
heritances, or other capital sources. The 
net-worth revealed de- 
preciable property and no debt or ac- 
count receivable that might have been 
the subject of a bad-debt deduction. The 
Government also proved from the Col- 
lector’s list the amount of 
tax liability reported on the taxpayer's 
return. 


statement no 


assessment 


The court held the burden of going 
forward with the evidence did not shift 
to the taxpayer, since the record did not 
indicate even by inference the gross in- 
come the 
return. The majority stated that “the 
complications of setting out deductible 
items, subtracting them from gross in- 
come, giving effect to available credits, 
and then computing and entering the 


and deductions entered on 


net tax due are too well-known to per- 


1 The fact that the return is missing does not af- 
fect the taxpayer’s burden of proving that there 
is no deficiency in tax. In Paul V. Weir, TCM, 
1958-158, where there was no evidence of the con- 
tents of the return, the Tax Court sustained the 
deficiencies in tax because the taxpayer did not 
meet his burden of disproving them, but the 
Commissioner’s inability to prove the contents of 
the return was held fatal to his determination of 
fraud. See also Drieborg, 225 F.2d 216 (CA-6, 
1955). 

2 These statements were cited in Drieborg, in sup- 
port of the holding there that civil fraud could 
not be proved without showing the contents of 
the return. This question was however not direct- 
ly at issue in either the Snell Isle or the Semple 
cases. 

® Taxpayer admitted he had no such receipts. 
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mit a valid inference that the tax shown 
by the return is of itself sufficient meas- 
ure either of gross income actually re- 
ported or of deductions properly taken.” 
The dissenters pointed out that, from 
the tax due shown on the return, the 
maximum net 
ported could be determined, particular- 
ly since the taxpayer’s exemptions were 
the 
ment such items as capital gains or losses 


amount of income re- 


known, and from net-worth state- 
and depreciation were “susceptible of 
reasonable determination.” The under- 
statement of net income, the dissent felt, 


together with other facts in the record 


in a particular case, may be convincing” 


evidence that the return was fraudulent, 
even though the items of gross income 
and deduction reported cannot be 
shown. 

The court of appeals, in a per curiam 
opinion, remarked that “the conclusion 
that the evidence was not strong enough 
to establish fraud is perhaps not the 
only possible conclusion that could have 
from what was before the 
that 
the fact finding was clearly erroneous.” 

The Government in Granquist v. 
Harvey (258 F.2d 599, CA-9, 1958) finally 
won a net-worth case despite the de- 


been drawn 


court. But . we cannot say . 


struction of the taxpayer’s returns. Th¢ 
district court’s decision for the taxpayer, 
based on Drieborg, was reversed. The 
appellate court pointed out that the 
taxpayer’s exemptions were known and 
that the tax paid was proved. Therefore, 
the amount of net income rep yrted 
could be precisely calculated. In addi- 
the taxpayer 
kinds olf 


omitted from his returns. Since the tax- 


tion, himself testified to 


the income included in and 


income 


the 


payer admitted that substantial 


was omitted from the returns and 


court found that such income was not 


subject to deductions, sufficient second- 
ary evidence of the contents of the re- 
turns was available. The taxpayer's ad- 
mission that income was omitted dis- 
posed of the Government’s task of dis- 
proving the possibility that the income 
which it contended had been omitted 
had actually been reported but was sub- 
ject to large legitimate deductions. 

In the Putnam case, the taxpayer did 
not directly admit that he had omitted 
the 


ment’s problem was the same as in the 


income. In this respect, Govern- 


Rubinstein and Drieborg cases. How- 


ever, the court found that the Govern- 
ment had offered sufficient secondary 
evidence of the contents of the missing 


returns. The court’s conclusion was evi- 
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dently based on the fact that the tax- 
payer had admitted that the Govern- 
ment’s net worth computation was cor- 
rect. This would dispose of the possi- 
bility that the income in question had 
actually been reported but was offset by 
legitimate cash deductions taken on the 
returns. It was necessary then to dis- 
prove the possibility that the return 
legitimate 
tions which would not necessarily be 


contained non-cash deduc- 
reflected in a net worth computation 
might explain the 
between the Government’s 
computation of net income and the net 
reported. The Government 
that there were neither 
carryovers nor loss carrybacks to the 
years in question. There is no indica- 
tion in the court’s opinion that the tax- 
payer had suggested that he was en- 
titled to these or any other non-cash 
deductions. 


and . which dis- 


crepancy 


income 


showed loss 


This seems to be a reasonable opin- 
ion. While the components of net in- 
come reported on the return were not 
proved to the extent that the Tax 
Court in the Rubinstein case and 
Court of Appeals in the Drieborg case 
the 
Putnam 


the 


require, 
that 


proot 
had non-taxable 
ceipts? or non-cash deductions to ex- 
plain the increase in his net worth. If 


seems 
no 


convincing 
re- 


the Government in a net-worth case has 
investigated all leads furnished by the 
taxpayer with respect to nontaxable re- 
ceipts and non-cash deductions and has 
negated such items, the net income in- 
dicated by the increase in net worth 
and nondeductible expenditures may 
fairly be compared with the net income 
reported on the return as indicated by 
a computation of such reported income 
from the tax liability reported. 

If a taxpayer has transactions that 
provide deductions not involving cash 
expenditures, a net-worth computation 
would not accurately reflect his taxable 
income. For example, a taxpayer who 
does could 


considerable _ stock-trading 


have in any one year a_ substantial 
amount of long-term capital gains with 
respect to stock purchased and_ sold 
within the same year. The deduction for 
half the excess of net long-term capital 
net short-term capital loss 


might account for the difference between 


gain over 


the tax liability reported and the tax 
computed on an increase in net worth. 
Since the burden of proof is on the 
Government, such a taxpayer whose re- 
turn has been destroyed by the Govern- 


ment should not have to remember 


every such transaction to avoid a fre 
penalty. 

However, a taxpayer should not , 
entitled to remain mute and win his 
case without indicating that there were 
substantial deductions for non-cash items 
not reflected in the Government’s com- 


putation. Cf. Holland, 348 U.S. 121 
(1954). ve 





‘New decisions ° 


Net operating loss does not eliminate 
fraud. ‘Taxpayer 
criminal fraud for willfully setting up 
fictitious expense deductions on the 


was convicted of 


books of the company of which he was 
president for the years 1952 and 1953. 
In this appeal, it was alleged that the 
district court had erroneously refused to 
admit evidence of the net operating 
losses of the corporation for the years 
1949 and 1950, which occurred prior to 
the corporation’s bankruptcy reorgani- 
zation. It was also alleged that the dis- 
trict court erroneously refused to admit 
evidence of the corporation’s net operat- 
ing loss for 1955, which could be car- 
ried back to 1953. The evidence was, 
this court holds inadmissible. The loss 
carry-overs for 1949 and 1950 were not 
available to the corporation because it 
was not “the same taxpayer” as that 
suffered the view of 


which losses in 


the fact that the corporation had under- | 


gone a Chapter 10 Bankruptcy Act re- 
organization. The net operating loss for 
1955 was of no avail because the crime 
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an item 
tain sto 
sidered 


was complete when the 1953 return was — 
filed. Willingham, CA-5, 4/20/61. g Satute 
1961-124 


Reconstruction of income by net worth } 


upheld; fraud penalties sustained. Re- Failure 


sort to the net worth method for recon- 
structing taxpayer's income for 1945- 


countan 
astute a 


1950 is upheld where taxpayer had en- involved 


gaged in several businesses, (some il- 


each of 


legal), had failed to maintain records) #" pre] 
and had substantial increases in assets, | "cords | 


the cost of which greatly exceeded the) '§nature 


reported income for each of the years 


succeedil 


involved. However, the court adjusts the taxpayer 


net worth computation to give taxpayel 
credit for a substantial amount of un 
deposited cash at the beginning of the 
net worth period. Fraud penalties ar 
sustained upon the basis of the repiti- 
tious pattern of understatements of in) 


tion that 
turns an 
, with 


the 


fact how 
taxpayer. 
failure t« 


come, the secrecy about the sources 0! Was “con 
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his failure to keep records and his ple: 
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of the years involved. The court also 
notes that the filing of the petition sus- 
pended the six year statute of limitations 
on the collection of tax after jeopardy 
until the the 
yuurt becomes final and for 60 days 
thereafter. Jaconi, TCM 1961-106. 


assessments decision of 


Furniture dealer’s income reconstructed 
by net worth method. The Commissioner 
reconstructed the net income of a furni- 
ture dealer for the period 1944-1951 
by the net worth method. He assumed 

starting and closing net worth includ- 
ng no cash other than that recorded in 
bank accounts. Although taxpayer al- 
leeed he had a cash hoard of $100,000 
it the beginning of the period, the 
court finds as a fact that he had $5,000 
in cash in a deposit box at the beginning 
vf 1944 
hand at the end of each year thereafter 


and that $2,000 remained on 


except 1951 when none remained. The 
statute of limitations did not bar assess- 
ments where the record established fraud 
by clear and convincing evidence as to 
ll the years in issue. Blackwell, TCM 
1961-124. 


Deliberate omissions make return fraud- 
the deliberate omis- 
mn by taxpayer from his 1943 return 


Because of 


of an item of $12,000 received as a lump 
sum payment in settlement of a termi- 
tion of his employment contract, and 
item of $675 as gain on sale of cer- 
n stocks and bonds, the return is con- 
bar 
deficiencies under the 
limitations. Blackwell, TCM 


ered as fraudulent so as not to 
sessment of 
tute of 


161-124. 


Failure to file returns prepared by ac- 
countant fraudulent. Taxpayer was an 


and well educated businessman 


ilved in a variety of businesses. For 
of the years in issue his account- 

prepared returns from books and 

rds giving taxpayer the original for 
enature and filing and a copy. In each 
icceeding year the accountant prepared 
xpayers’ returns based on the assump- 
m that the taxpayer had filed his re- 
rns and paid his taxes in accordance 
th the accountant’s instructions. In 

however, no returns were filed by 
xpayer. The court holds taxpayer's 
ilure to file for the five years in issue 
is “combined with a willful and posi- 


attempt to defeat the statute or 
vade tax.” Taxpayer, upon audit of his 
1945 return, showed the examining 


gent a retained copy of his 1944 re- 


turn which had not been filed as verifi- 
cation of the claimed payments of esti- 
mated tax taken as a credit the 
1945 return. The court notes taxpayer's 
conduct was “calculated to mislead or 
conceal.” Estate of Grobart, TCM 1961- 
128. 


on 


Evidence sufficient to sustain Govern- 
ment’s burden of proof. In this appeal, 
the taxpayer complains of the trial 
court’s ruling on the burden of proof 
with respect to fraud and to the court's 
overruling the taxpayer’s motion for a 
directed verdict. The fraud 
determinations for the years 
1938 through 1941 because of the bar 
of the of limitations the 
validity of the imposition of civil fraud 
penalties. The trial court, in its instruc- 
tions to the jury, stated five times that 
the burden of proof was upon the Gov- 
ernment to establish fraud, and in three 
of such instances, specifically stated that 


issue was 


vital to 


statute and 


the burden was upon the Government to 
prove fraud by clear and convincing evi- 
dence. The taxpayer based his claim of 
error largely upon a statement made by 
the trial judge during the selection of the 
jury that the burden of proof rests with 
the plaintiff in the case. The statement 
was true as to the refunds, generally, 
but not as to the proof of fraud. This 
court concludes that no prejudicial error 
resulted, as each party had a full op- 
portunity to introduce evidence upon 
all the issues, and the court, in its in- 
structions, repeatedly and clearly advised 
the jury that the burden of proof was 
upon the Government on the 
issue. Klassie, CA-8, 4/17/61. 


fraud 


Conviction for fictitious and fraudulent 
refund claims upheld. The taxpayer 
pleaded guilty to filing several false and 
fictitious claims for refund of Federal 
income tax. He was sentenced to terms 
of three served 


years, to be consecu- 


tively, on each of five counts, a total 
sentence of fifteen years. The taxpayer 
that 
specifically authorizes the imposition of 


appealed, alleging no statute 


consecutive sentences and on _ other 
grounds. This court holds (1) the power 
to impose consecutive sentences is in- 
herent in the courts, (2) his claims as 
to illegal arrest, unlawful search and 
seizure, delay in being taken before a 
United 


admissibility of 


States Commissioner, and _ in- 


the confession were 


waived by the plea of guilty, and (3) the 
imposition of a sentence on each of the 


four counts which had not been in- 
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cluded in the original complaint filed 
with the 
was valid because the United States at- 


United States Commissioner, 


torney is not bound by the proceedings 
before the United States Commissioner 
and, further, the plea of guilty pre- 
cluded any collateral attack upon a de- 
fective indictment or information. 
Swepston, CA-8, 4/18/61. 


Lack of speedy trial is not grounds for 
dismissing indictment. The taxpayer was 
indicted for a false and fraudulent in- 
come tax return for the year 1946. The 
indictment was filed in 1953, 
did prosecute until 
1960. Shortly before the trial, the tax- 
payer moved to dismiss the indictment 
for failure to prosecute, alleging that he 


but the 


Government not 


had been deprived of his right to a 
speedy trial guaranteed by the Sixth 
Amendment. This court affirms the dis- 
trict court, relying upon United States 
v. Lustman, (258 F.2d, 475). The 


payer’s failure to earlier 


tax- 
demand an 
trial waives his constitutional right and 
he cannot later assert that right in at- 
tacking his conviction. Van Allen, CA-2, 
3/31/61. 


Amended bill of particulars allowed. 
The taxpayer was indicted by a grand 
jury for tax evasion for the years 1950 
and 1951. The Government filed bills of 
particulars and later sought to amend 
the bills to increase the amount of the 
The 


payer opposed the motion to amend the 


alleged unreported income. tax- 
bills on the ground that the amended 
bills would, in effect, amend the indict- 
ments as found by the grand jury. This 
allows the amendments under 
Rule of 


7(b), which provides that a bill of par- 


court 

Federal Criminal Procedure 
ticulars may be amended at any time 
subject to such conditions as justice re- 
quired. Since the instant indictments 
did not identify the source of unreport- 
the 


come and tax was computed, it was not 


ed income, nor state how net in- 
an attempt to amend the grand jury’s 
indictment. Woodner, DC N. Y., 11/28/ 


60. 


Gambler’s omissions were due to fraud 
with intent tc evade tax. Returns filed 
by a gambler in 1948, 1949, and 1950 
are considered fraudulent where the tax- 
payer had been convicted for criminal 
1949 and 1950, and the 
evidence shows a consistent pattern of 


tax evasion in 


understatment of a large amount of in- 
come each year. Artis, TCM 1961-92. 
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Commissioner raises unusual 


contemplation of death issue 
CONTEMPLATION OF DEATH Cases are com- 
mon, but a rather unusual one is pre- 
sented in the Estate of Adrian Russell 
Allen, Tax Court Docket No. 91048. 

The decedent-widow timely exercised 
her right under New York law to elect 
to take her statutory interest in her de- 
ceased husband’s estate. Under Section 
18 of the New York Decedent Estate law, 
by exercising this right, she would be- 
come entitled to receive outright a share 
of her husband’s estate equal to the 
difference between the statutory mini- 
mum percentage and the lesser share 
bequeathed. New York law, unlike that 
of most states, apparently does not re- 
quire the widow to renounce the will in 
order to take the statutory share. 

About a year later the decedent filed 
an appropriate instrument withdrawing 
her previously filed notice of election. 
In the interim she had received and re- 
tained the additional 
of $600,000 she 
would have had as a result of the elec- 
tion. The final accounting at a later 
date in the New York courts gave full 
effect to the withdrawal of her 
of election. 


income on out- 


right interest which 


notice 


Decedent’s death occurred about two 
months after she filed the withdrawal of 
her election. Her executor contended 
that the withdrawal of her notice of elec- 
tion invalid, but after extended 
litigation the courts held that the elec- 


tion was effectively withdrawn. 


was 


The Commissioner now contends that 
the decedent’s withdrawal of her election 
was in contemplation of death. This is 
the most unusual fact situation on this 
issue that has come to our attention. 


IRS ruling on lease may 
heat up accountant’s dispute 


ONE OF THE THORNIEST current problems 
in accounting theory is whether a lease 
is an obligation which has to be reflected 
the financial statements or 
whether only the current rental need 


in full on 


EER, 5.D. 


be accrued and the lease obligation 
merely footnoted. Traditional account- 
ing theory, of course, ignores the obliga- 
tion under such long-term leases but re- 
cent developments in financing have 
caused accountants to take a second 
look at this traditional view. 

Since the end of World War II lease 
financing has become a very widely prac- 
ticed means of acquiring both personal 
property and buildings. Typically, the 
lease payments cover the acquisition cost 
of the asset plus interest on the use of 
the money. The lessor uses the lease as 
collateral to obtain financing either to 
acquire the personal property or to 
construct the building, as the case may 
be. The sale and leaseback device is 
similar, and is widely used in the case 
of existing property. The owner will sell 
his interest and take back a lease, the 
lease rentals being sufficient to cover the 
sales price paid by the lessor plus in- 
terest. 

As tax men we are primarily inter- 
ested in the accounting controversy from 
the point of view of the effect that tax 
planning has had on these transactions. 
When lease financing first became popu- 
lar the tax angle was usually that a 
greater tax deduction could be obtained 
in the-form of rental payments than if 
the lessee had acquired the property as 
an owner and was limited to deprecia- 
tion. The many tax cases which were 
decided in earlier years usually involved 
the question of whether what was cast 
in the form of a lease was really to be 
so regarded for tax purposes. The tax- 
payer usually contended that he was en- 
titled to a deduction for the full pay- 
ments which were denominated as rent. 
In each case the court had to determine 
whether the transaction really consti- 
tuted a lease arrangement, usually be- 
cause the lessee had some right to pur- 
chase which could be construed as giv- 
ing him an equity in the property. 

However, with the advent of ac- 
celerated depreciation in 1954, the tax 
angle changed. Taxpayers found that 
they could get greater deductions as an 
owner through accelerated depreciation. 


However, they were still interested i 
the lease as a financing device, and thig 
is where the accounting problem arise 

The lessee now wants to exclude the 
property and the obligation from i 
financial statements so as to get a bett 
looking balance sheet while at the sam¢ 
time taking the position that it is th 
owner for tax purposes. Besides its u 
for credit purposes, the balance she 
treatment of not showing the lea 
could be helpful to the corporatio 
under provisions of trust indentures 
in any other case where an agreemen 
limits their borrowing power or re 
quires that certain asset-liability rati 
be maintained. 

A recent private ruling by the IR 
shows how lease financing is now use 
A company, wishing to construct 
building negotiates with a charitabh 
foundation (perhaps its own) to orga 
ize a subsidiary which will borrow th 
construction funds from an insurance 
company on the basis of a net lea 
which the borrower will make with th 
company. If the lessee is a prime tenani 
a 100% mortgage can be obtained. Th 
mortgage, including interest, might 
amortizable over a 25-year period. Th 
net rental to be paid to the charitablh 
foundation subsidiary will correspond t 
the payments of principal and intere 
on the mortgage and leave the founda 
tion subsidiary some small additional 
compensation. The lessee would have aa 
option to purchase the property for 4 
nominal sum at the end of the leas 
term, or a right to purchase at any time 
for the unamortized principal and as 
sumption of the mortgage liability. 

The Service has ruled that the lessee 
will be considered the owner of the 
property for all tax purposes such as de! 
duction of depreciation, taxes, and inj 
terest. This technique is employed for 
the purpose of avoiding the necessity 
of showing the ownership on the balance 
sheet with a corresponding liability for 
the mortgage. Thus the taxpayer ha 
taken the benefit of the better tax posi 
tion available to an owner while at the 
same time maintaining a better looking 
balance sheet for credit purposes. 


Like-kind exchange in 
divorce settlement 


A CASE is docketed in the Tai 
Court touching on the question whethe 
an exchange of a dower interest in red 
property for a fee interest in other red 
estate is a like kind exchange under thi 
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provisions of Section 1031. We raised 
this question here several months ago. 

The issue is raised in the petition of 
Gerda A. Berry, Docket No. 90973). In a 
settlement incident to a divorce, the 
petitioner received an outright interest 
in a hotel previously owned by her 
husband. After about a year she found 
that she was unable to operate the prop- 
erty profitably and so she entered into 
a new agreement with her ex-husband. 
Under this revised agreement, she gave 
up her interest in the hotel and took a 
one-third interest in the income from 
another piece of property that he owned. 

She claimed that this transaction was 
in effect a taxable exchange by her and 
that she had a new basis for her interest 
in the property that she received. This 
new basis would be equal to the value 
of the hotel property she gave up plus 
her ex-husband 
which she relinquished in making the 


other claims against 


exchange. 

The Government takes the position 
that the new property was received in a 
partition in connection with the di- 
vorce proceedings and that she retained 
the old basis which the property had in 
her husband’s hands. The Government 
in its 90-day letter also raises the possi- 
bility that this was a like-kind exchange 
under Section 1031, but does not allow 
depreciation on her basis in the hotel 
property because she had not sub- 
stantiated that basis. 

Both parties apparently recognize that 
the exchange of a fee for an interest 
which is similar to a dower interest 
might be a like-kind exchange. These 
exchanges are fairly common in con- 
nection with separation agreements. The 
question has probably arisen many times 
but this seems to be a “first” for the 
Tax Court. 


Sale of acquired assets 
by fund prevent ruling 


In MARCH we discussed some aspects of 
the acquisition by mutual funds of the 
assets of private, closely held invest- 
ment companies, a type of transaction 
that has been increasingly popular. The 
typical transaction, as you will recall, 
involves a private, closely held company 
that has a portfolio of securities and 
that desires to diversify and obtain pro- 
fessional management of its portfolio 
without current realization of capital 
gain. The publicly held mutual fund 
acquires all of the assets of the private 
company for shares of the fund. The 


mutual fund shares are then distributed 
to the shareholders of the private com- 
pany in liquidation. The private com- 
pany shareholders thus end up with 
shares of the mutual fund, without tax. 

These transactions have usually been 
consummated only after a ruling has 
been obtained from the Internal Rev- 
enue Service that the transactions will 
qualify as a tax-free reorganization. The 
Service has considered that there must 
be both a business purpose for the con- 
summation of the transaction and a con- 
tinuity of the business of the private 
company to justify the issuance of a 
favorable advance ruling on the tax-free 
character of the transaction. With re- 
spect to the latter condition, the Service 
apparently has felt that, except in most 
unusual circumstances, there must be 
sufficient investment and reinvestment 
activity carried on by the private com- 
pany to be deemed a business that will 
be continued by the public fund through 
its ownership and management of the 
assets acquired from the private com- 
pany. 

The Service has now stated its policy 
(TIR 309, 3/3/61) to refuse to issue ad- 
vance favorable rulings in these acqui- 
sitions. The TIR does not offer any 
theory on which the Service intends to 
oppose these transactions. It merely 
states the policy of not issuing rulings 
where “the shareholders of either com- 
pany, or both companies, thereby achieve 
a substantially wider diversification of 
the investment assets underlying their 
stock holdings.” 

If you watch the SEC notices about 
these acquisitions, you will observe that 
frequently a portion of the portfolio of 
the private company is to be disposed 
of immediately upon acquisition by the 
fund. This decision apparently reflects 
an investment decision that this portion 
of the portfolio does not fit in with the 
character of the fund or would in some 
manner disturb the investment balance 
of the fund. 

Before the issuance of this TIR there 
had been rumors that the Service felt 
that these transactions should not be 
tax-free if the public ftnd sells a large 
proportion of the assets acquired from 
the private company shortly after acqui- 
sition. Apparently the IRS theory was 
that there is, in effect, a disposition of 
a large portion of the business of the 
private company and, in effect, a dis- 
continuance of that business. In such 
circumstances the transaction should be 
treated as more in the nature of a sale 
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by the private company and reinvest- 
ment of the proceeds in shares of the 
public fund as a taxable transaction. 

In March we showed how and why 
the SEC required an adjustment in the 
number of mutual fund shares to be re- 
ceived by the shareholders of the private 
investment company. Unfortunately, 
while we were doing the arithmetic on 
our calculating machine, we forgot to 
observe the sign that said “Think.” In 
that example, the percentage of un- 
realized appreciation in the mutual fund 
shares after the acquisition should have 
been 30.40%; the correct adjustment, 
after solving the equation, is $51,455. 


Cohn rule extended to disallow 
depreciation on real estate 


THE COHN CASE (259 F.2d 371) has been 
a source of strength to the Internal Rev- 
enue Service in its enforcement of the 
new depreciation regulations on salvage 
value. In that case the Sixth Circuit 
affirmed the proposition that the sale of 
property conclusively determines its sal- 
vage value, and that in the year of sale 
no depreciation may be deducted to 
reduce basis below the sales price. This 
rule prevents the conversion of depre- 
ciation into capital gain under Section 
1231, at least as to depreciation in the 
year of sale. 

Now, we understand that many agents 
like this rule so much it is not only 
being applied to personalty, such as 
was involved in the Cohn case, but 
also to real property. Interestingly, the 
bill introduced in Congress last year to 
eliminate some of the capital gain bene- 
fits of Section 1231 would have applied 
only to personal property. w 
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ACCOUNTING—BOOKS 


Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) i 

Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer's arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 
Administration’s “secret” tax credit 
stirs protests, 14JTAX299, May61. 
Appreciated property, some uses of, 
bring realization of gain and tax, 

14JTAXT17, Feb61. 

CLE’s books on taxes are best sellers, 
14JTAX207, Apr6l. 

Estimated expense deductions, Mil- 
waukee & Suburban decision may lead 
to new concept of, Thomas J. Don- 
nelly, Jr., 14JTAX204, Apr6l1. 

Intercompany distributions, Code and 
consolidated Regulations conflict on 
basis after, Leon Hariton, 14JTAX74, 
Feb61. 

Inventory contributions, valuing at mar- 
ket for tax benefit opposed by 
Kefauver, 14JTAX78, Feb61. 

IRS rule on ratable accrual of double 
local tax protested, 14JTAX295, May 
1 


Kennedy’s proposed credit for new plant 
raises storm in Congress, 14JTAX334, 
June6l1. 

Liro Regs. please accountants, 
value, 14JTAX163, Mar61. 
Loan has real business purpose, Knetsch 
means interest is allowable only if, 
I. Jerome O’Connor, 14JTAX160, 

Mar61. 

Mills proposes new tests for carrying 
losses through changes of ownership, 
Lawrence J. Lee, 14JTAX296, May61. 

Overhead expenses, many can be cut 
from inventory for tax purposes, Al- 
bert J. Bows, 14JTAX164, Mar61. 

Prepaid income, Streight and Schlude 
fail to follow Bressner analysis of, 
John M. Sullivan, 14JTAX2, Jan.61. 

Serious tax trap exists in recovery of 
wrongfully withheld profits, Mitchel 
J. Ezer, 14JTAX328, June61. 

Small loan companies ask new handling 
of precomputation and PHC exemp- 
tion, L. J. Styskal & J. E. Newton, 
14JTAX300, May61. 

Though tax-saving is only motive, in- 
terest is deductible, IRS concedes, 
John M. Doukas, 14JTAX292, May61. 

When a lease is held to be a purchase, 
can you then elect fast depreciation? 
Alan Prigal, 14JTAX332, June61. 


COMPENSATION—BOOKS 

Gordon G B, Profit Sharing in Business 
and Estate Planning. A _ study of 
profit-sharing from the viewpoint of 
employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 
Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


COMPENSATION—ARTICLES 

Congressional tax committees, election 
put 4 new men on, 14JTAX26, Jan61. 

Contribute property to your employees’ 
trust? It has great tax advantage, by 


dollar- 


Harold W. Chatterton, 14JTAX322, 
June61. 

Pension and profit plans, strict rules 
limit investments of qualified, Isidore 
Goodman, 14JTAX153, Mar61. 

Planners find trusts for executives’ 
death benefit save estate taxes, 14 


JTAX326, June61. 


What treatment for non-employee stock 
options? Underwriters’ position diffi- 
cult, Arthur Fleischer, Jr., & Richard 
M. Meyer, 14JTAX274, May61. 


CORPORATIONS—ARTICLES 


Accumulated earnings cases, Tax Court 
may be confused on burden of proof 
in, John E. Scheifly, 14JTAX141, 
Mar61. 

Boot makes B reorganization impossible 
says CA-9; Turnbow conflicts with 
CA-7. Burton W. Kanter. 14JTAX222, 
Apr6l. 

Commissioner attacks section 337 liqui- 
dations, 14JTAX352, June61. 

Compensation or dividend? How the IRS 
is currently handling salaries and 
fringe benefits of stockholder-execu- 


tives (nine reports), 14JTAX194, 
Apré61. 

Compensation: Don’t forget tiat past 
services can justify a higi: salary 
now, Warren C. Seieroe, 143’ AX195, 
Apr61. 


Compensation: Home entertainment and 
other fringes the IRS is very strict 
about, Andrew Kopperud, 14JTAX 
199, Apré6l. 

Compensation: IRS and taxpayers both 
find it hard to get evidence of com- 
parable salaries, Harold H. Hart, 14 
JTAX197, Apr6l. 

Compensation: IRS compromising :alary 
eases by threat of pension contribu- 
tion disallowance, Lester M. Ponder, 
14JTAX197, Apr61. 

Compensation: Some IRS districts are 
very active in contesting salary, T&E, 
and surplus, Joseph E. Tansill, 14 
JTAX201, Apr61. 

Compensation. Taxpayer’s best policy 
is to fight an unreasonable salary dis- 
allowance, Louis L. Meldman, 14 
JTAX198, Apré61. 

Compensation: Valuing noncash fringes: 
care and ingenuity reward the tax- 
payer, Thomas J. Donnelly, Jr., 14 
JTAX202, Apré6l. 

Compensation: What is disallowed sal- 
ary—dividend, gift, or simply non- 
deductible expense? Richard D. Hob- 
bet & J. Bruce Donaldson, 14JTAX 
196, Apré6l1. 

Compensation: When T&E is disallowed 
to the corporation, what happens then 
to the employee? Everett C. Johnson, 
14J TAX200, Apr61. 

Despite 306, preferred stock is still very 
useful in corporate tax planning, P. 
F. Schwaighart, Jr., 14JTAX348, 
June 61. 

Evasion, proposed 269 Regulations list 
transactions indicating, 14JTAX227, 
Apré1. 

Family and estate attribution made in 
first 1954-Code dividend equivalence 
ease, Norman Sinrich, 14JTAX136, 
Mar61. 

Liquidations, Tax Court in LaCrescenta 


takes a sensible approach to 387, 
Michael L. Weissman, 14JTAX138, 
Maré61. 


Loss carryovers, proposed 382 Regula- 
tions take some doubtful positions on, 
Paul A. Teschner, 14JTAX130, Mar61. 

Small Business Investment Company, 
how tax advantages are obtained from 
a, Richard K. Sell & Robert J. 
Kalupa, 14J TAX66, Feb61. 

Solely-for-voting-stock test clouds prac- 
tical mergers by C reorganizations 
Thomas J. Henry, 14JTAX266, May61. 

Stock redemption, CA-4 rejects Section 
102; Pelton Steel collapsed, Richard 
L. Greene, 14JTAX68, Feb61. 


Tax Court says loans to stockholder do 
not give rise to taxable income, James 
T. Wilkes, Jr., 149TAX351, June61. 


ESTATES, TRUSTS & GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Kstate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Kennedy L W, Federal Income Tazation 
of Trvats and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. &837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Lasser Institute J K. How to Save 
Estate and Gift Taxes, American 
Research Council, Inc., $5.95. 


Lasser Institute J K, 58 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
can Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
oye wae Prentice-Hall, (Englewood 

's 


Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co.. 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Truate, 
Prentice-Hall, (Englewood Cliffa 
1956) 208pp, $7.50. Exposition of 
Code; examples. 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 


ESTATES, TRUSTS G GIFTS—ARTICLES 
An attractive trust proposal: the short- 


term accumulation for a _ spouse, 
Maurice S. Spanbock, 14JTAX266, 
May61. 

Cross-purchase plan, advantages of, 


over redemption in certain situations, 
Addis E. Hull Ill, 144TAX84, Feb61. 
First case on multiple trusts suggests 
that Code revision may not be needed, 
H. Peter Somers, 14JTAX363, June61. 
Income in respect of a decedent arising 
from property, ruling 60-227 clarifies, 


William P. Sutter, 14JTAX214, Apr 
61. 
Minor’s rights, Tax Court’s Briggs 
comment on, raises support trust 


problems, Charles A. Lippitz, 14J TAX 
90, Feb61. 

More on Briggs, implications for taxa- 
tion of support trusts, 14JTAX364, 
June61. 

PLI’s estate tax manual new edition is 
out, 14JTAX178, Mar61. 

U. S. possessions, estate and gift tax 
statutes modified for, 14JTAX178, 


Mar61. 

Wills drafted for administrative flexi- 
bility bring income tax savings, Wil- 
liam K. Stevens, 14JTAX172, Mar61. 


EXEMPT ORGANIZATIONS—BOOKS 

Webster G D, Federal Tax Aspects of 
Association Activities, 114pp, $4.50, 
Current tax situation; the Code and 
a and how they are ap- 
Pp 


EXEMPT ORGANIZATIONS—ARTICLES 


Annuities offer unique tax advantages 
to employees of exempt institutions, 
Henry P. Green, 14JTAX247, Apr61. 

Riding club, exemption of, on Tax Court 
Docket, 14JTAX121, Feb61. 

Social clubs, ruling threatens loss of 
exemption to, when non-members use 
facilities, Peter Elder, 14JTAX120, 
Feb61. 


FARMERS—BOOKS 

Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 

FOREIGN—BOOKS 

Diamond W H. Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

Foreign Investment and Tazation, In- 


ternational Program in Taxation, 
Harvard University, (Cambridge), 
$7.50. 


Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

International T'ax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 

Tax Factors in Basing International 
Business Abroad, International Pro- 
gram in Taxation, Harvard Univer- 
sity (Cambridge), $5.00 

FOREIGN—ARTICLES 


Australia withholds tax on nonresidents’ 
dividends, 14JTAX185, Mar61. 

Canada and U. S. both raise withhold- 
ing on dividends, 14JTAX1894, Mar61. 


Citizens abroad, new guide is published, 
14JTAX185, Mar61. 

Cuban assets seized, when is loss de- 
ductible? 14JTAX184, Mar61. 

Malta offers tax holiday to new firms, 
14JTAX185, Mar61. 

MAPI study sees Congress and Treasury 
tightening up on foreign-source in 
come, 14JTAX252, Apré61. 

Salary exempted from U. S. tax, Tax 
Court allows credit though sole for- 
eign income was, Henry H. Steiner, 
14JTAX183, Mar61. 

Swedish corporate taxes explained in 
pamphlet, 14JTAX185, Mar61. 

Title-passage method outside U. S. as 
means of tax saving approved in two 
new decisions, Paul D. Seghers, 14 
JTAX95, Febé61. 

Treasury report on foreign tax incen- 
tives and havens awaited, 14JTAX 
254, Apré61. 

U. S. employees of foreign governments 
covered by OASI, 14JTAX184, Mar61. 





Why license? Sale can bring capital 
gain on foreign use of patents, know- [ 
how, Andrew 
288, May61. 

FRAUD—BOOKS 

Balter, Fraud Under Federal Tax Law, 
Second Edition, 1953, Commerce Clear- 


Balter, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
Journal of Taxation, “Practitioners’ 
Guide No. 3.” 

FRAUD—ARTICLES 


ABA rejects voluntary disclosure pro- 
posal, 14JTAX221, Apr61. 

Banks ordinarily cooperate with IRS in 
tax examinations of customers, Leon- 
ard Bailin, 14JTAX220, Apr61. i 

What separates the merely unallowable 
deduction from the fraudulent? Bur- 
ton L. Williams, 14JTAX360, Juneé61. 


INSURANCE—ARTICLES 


Regulations, new, on insurance com- 
panies take doubtful positions, Stan- 
ley C. Simon, 14JTAX114, Feb61. 

INVENTORY—BOOKS { 

Butters J K, Effects of Taxation; In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 


OIL, GAS AND MINERALS— BOOKS 


Breeding & Burton, Taxation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 

Fiske, L E, Federal Taxation of Oil and 
Gas Transactions, Matthew Bender & 
Co., $25.00 


PARTNERSHIPS—BOOKS \ 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108pp, $2.00. 

Willis, Handbook of Partnership Taxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on | 
Subchapter K (partnerships) ap- /} 
pointed by the House Ways and | 
Means Subcommittee on Internal Rev- 
enue Taxation 


PARTNERSHIPS—ARTICLES | 


Good will of a professional is salable, 
IRS and recent cases recognize that, 
W. Fletcher Hock, 14JTAX34, Jan61. 

Kintner rules, qualifying under final, 
will be difficult in most states, Ber- 
nard Wolfman & Joheph W. Price, 
8rd, 14 JTAX105, Feb61. 

Partnership tax planning awaits clari- 
fying changes to Subchapter K, Her- 


~— 


bert B. Story, 14JTAX341, June61. 
Treatment of receivables clouded by | 
proposed legislation; case law over- 
looked, 14JTAX307, May61. 
PAYROLL—ARTICLES 
Real estate limited partnerships, new 
Regulations provide workable rules, 


Sidney I. Roberts & Herbert H. Al- 
pert, 14TAX230, Apr61. 

Self-employment over 45 hours will 
mean a cut in Social Security benefits, 
14JTAX127, Feb61. 

Temporary Extended Unemployment 
Compensation Act signed by Presi- 
dent, 14JTAX319, May61. 

PERSONAL—ARTICLES 

Dividend withholding, expense account 
limitations expected, 14J TAX370, June 
61. 


Expense accounts, what the employer 
must report about, on 1960 returns, 
Charles M. Walker, 14JTAX98, Feb 
61. 
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Faculty meals, new rule extends. con- 


venience-of-employer exclusion, Alan 
Prigal, 14JTAX149, Mar6l1. 

Gift between declaration and _ record 
dates makes dividends taxable to 
donor, Harold Oelbaum, 14JTAX237, 
Apr6l1. 


Hew a guarantor can qualify his loss 
as deductible in full, Edmund Shlens, 
14JTAX368, June61. 

Medical deductions, take with care if 
over 65, 14JTAX150, Mar61. 

Philanthropists, who are they? 14JTAX 
150, Mar61. 

Recent payments-to-widows cases stress 
facts; planning is important, Jack H. 
Calechman, 14JTAX308, May61. 

Social Security benefits, AFL-CIO group 
suggests tax on, 14JTAX150, Mar61. 

T&E audits are getting rougher; tax- 
payers’ best defense is complete sub- 
stantiation, Edward J. McGowen, 14 
JTAX146, Mar61. 


POLICY—ARTICLES 

American Bar Association recommends 
10 tax changes, 14JTAX265, May61. 

CED urges tax reforms to speed eco- 
nomic growth, 14JTAX265, May61. 

Duberstein, Griswold sees, as example 
of excessive reliance on fact finders, 
14JTAX118, Feb61. 

Kennedy’s proposals for taxing foreign 


income seen as too drastic, 14JTAX 
380, June61. 

PRACTICE—-ARTICLES 

Accountant charged with practicing 


law in IRS appeal, 14JTAX313, May 
61. 

Accountant handling case on reasonable 
reserves in IRS was not practicing 
law, by Francis G. Stapleton, 14 
JTAX312, May61. 

AICPA may consider creating 
specialty, 14JTAX313, May61. 
Dates and data on IRS special enroll- 

ment exams, 14JTAX314, May61. 


PROCEDURE—BOOKS 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 


Lore M M, How To Win A Taz Case, 
Prentice-Hall, (Englewood Cliffs) 

Roberts et. al., Handbook of Annoted 
Forms for Tax Practice, Prentice 
— Inc., Englewood Cliffs, N. J., 
24.75 


PROCEDURE—ARTICLES 

Bar Foundation ready for full study of 
tax procedure, 14JTAX272, May6l. 

Conferences on requested rulings, rights 
clarified, 14JTAX243, Apré1. 

Congressional 


tax 


National Office technical advice, Regu- 
lations include, 14JTAX242, Apr6l. 
Negligence penalty seen as new hazard 
in careless T&E reporting, 14JTAX 

242, Aprél. 

Offers in Compromise: practical points 
on how to go through the wringer 
safely, 14JTAX42, Jan61. 

Private meter, date shown by, is not 
proof of timely filing of tax return, 
14JTAX82, Feb61. 

“Quota system” for Agents, Commis- 
sioner again attacks, 14JTAX82, Feb 
61 


Recruiting and training, IRS trying to 
improve, 14JTAX182, Mar61. 

Rulings and technical advice, when and 
how should the practitioner ask for? 
Paul D. Yager, 14JTAX38, Jan61. 

Tax Court cases, IRS presses for dispo- 
sition before trial, 14JTAX180, Mar61. 

Tax Court decisions, detailed rule pro- 

posed for review of, 14JTAX181, Mar 
61. 

Tighter extension rules bring sharp 
drop in requests, 14JTAX374, June 
61. 


REAL ESTATE—ARTICLES 


Pros and cons of holding real estate 
separately, jointly, or in corporate 
form, Paul E. Anderson, 14JTAX355, 
June61. 

Real estate investment trusts, sessions 
being held, 14JTAX188, Mar61. 

Real estate trust regulations are criti- 
cized at hearings, 14JTAX315, May 
61 


Undue thinness, protecting the real 
estate corporation against a charge 
of Stanley P. Wagman, 14JTAX186, 
Maré61. 


SHOP TALK—ARTICLES 


Are medical expenses reimbursed in 
settlement, 14JTAX381, June 61. 
Basis of several items in gift, how to 
add tax to, 14JTAX125, Feb61. 
Collapsible corporation, is Section 302 
applicable to a, 14JTAX189, Mar61. 
Commissioner attacks still another real 
estate exchange, 14JTAX316, May61. 
Danger to be avoided: trap under Sub- 
chapter S, 14JTAX316, May61. 





351 exchange fails: 25% of shares 
promised for services, 14JTAX383, 
June 61. 


Gift tax problems on group life policy 
assignment, 14JTAX317, May61. 

Gift tax valuation table, taxpayer chal- 
lenges, 14JTAX255, Apr61. 

Group life policy, assignment raises tax 
issues, 14JTAX189, Mar61. 

IRS fights loss on partnership inter- 
ests’ exchange, 14JTAX381, June61. 
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